A 



DOCUMENT RESUME 



Eb 256 265 

AUTHOR . " ' 
TITLE . 

INSTITUTION 

SPOjjj^GKNCY 

NOTE 

AVAILABLE FROM 

PUB TYPE 

EDRS PRICE - K • 
DESCRIPTORS 



HE 018 331 



•v 



Jones, Dennis P. ^. 

Higher-Education Budgeting at the State Level: . 
Concepts and Principles. 

National Center for Higher Education Management 
Systems, Boulder, Colo. 

National Inst, of Education (ED), Washington, DC. 
84- 

400-83-0009 ' , 

120p. 

National Center for Higher Education Management 
Systems, P.O. Drawer P, Boulder, CO 80302 ($8.00). 
Viewpoints (120) " * 

MF01/PC05 Plus Postage. • 
Accountability; * Budge ting; College Planning; 
Economic Climate; 'Financial Policy; Governance; 
♦Government School Relationship; *Hi$h'er Education; 
t 'Resource Allocation; *State Aid 

ABSTRACT 

New approaches to allocating state resources to 
colleges are discussed: Budgeting, and resource allocation principles 
are considered that: (1) reflect the unique context 'of higher 
education; (2) are consistent with sound budgeting and management 
principles; and (3) represent institutional mechanisms applied at the 
state level rather than approaches -developed expressly to reflect 
state priorities. To form the basis for a set of first principles for 
state-level resource allocation, the following concepts are 
addressed: the link between budgeting, planning, and accountability; 
governance relationships; production functions in higher education; 
and key structural components of the budget. The following customary 
approaches to resource allocation are evaluated in light of these 
principles and guidelines: incremental budgeting, formula budgeting, 
base-plus-increment approaches, and categorical or competitive 
approaches. /The changing environment affecting resource allocation ' 
and actual and potential responses to the problems involved .are also 
considered, including buffering and decoupling, marginal costing, and 
us ing^ fixed and variable costs. Finally, key recommendations are 
summarized, and areas where reform of resource' allocation may' further 
the aims *of schools and state government are identified. (SW) 



********************************* ******************* *********** ******** 

* Reproductions supplied by EDRS are the 1ms t that can be made ** 

* from the original document. * 

******************** ****************************************** ******££*£. , 



ERIC 



"PERMISSION TO REPRODUCE THIS 
MATERIAL HAS BEEN GRANTED BY 



TO THE EDUCATIONAL RESOURTP* 
INFORMATION CENTERS^ 8 





National Center for Higher Education Management Systems 
Post Office Drawer P, Boulder, Colorado 80302 

An Affirmative Action/Equal Opportunity Employer . * 

.The mission of th* National Center for Higher Education Management Systems 
jNCHEMS) is to carry out rvseafch/ development, dissemination, and evaiuatidA 
activities and to serve as a national resource to assist individuals, institutions, 
agencies and organizations of postseeondary education, and state and federal 
governments in bringing about improvements in planning and management in 
postsecondary education. ^ 



BOARD OF DIRECTORS 



Chairman 

KkhgUrd.L. Van Horn 

Unive rsity of Houston- - 
University Pirk 



Chairman-Beet . 
Sherry H. Penney 
SUNY- 

Central Administration 



Arthur CJ. Anderson 

IBM Corporation 

Richard K. Greenfield 

St I .ouis Community 
College District 

Kef mlt Hansen 

Financial Pmprr lives 
Company 

* 

David F. Johnson 

Natupal Institutes of Healthy 

» 

Joe iv« Lee 

Siht*>l MfipaKetncn t 
Incorporated 



Ben Lawrence 

President 



Kenneth P. Mortimer 

The Pennsylvania State 
University 

Chalmers GaSJ Norrte 
Utah Suite Board of Regents 

4 

James L Spalnho^er. 
Li mien wood College \ 

Joyce Tsunoda 

University of Hawaii 

Hon. Gordon O, Voss 
Minnesota State Representative 

Marvin Wachman 

Temple University 

OFFICERS 

Sherrifl Cloud 

Vice President for 
Administration and Finance 



KJtk Watson 

Pioneer Corporation, 
Retired 



EX OFFICIO MEMBERS 

Elaine EtKhawas 

Chair . 

National Advisory Council 
American Council on 
Education 

Charles M. Chambers 

Chairman-Elect 
National Advisory Council 
American Association of 
^^nrversiry Administrators 



Dennis Jones 
Vice President for 
Planning 



William Tetlow Ellen Chaffee > 

Director, Director, 
Management Products Division Organizational Studies Division 



ERLC 



3 



BEST COPY AVAILABLE 



■* * : 



# - ■ ■ - # • . 

' 0 



• * ^ Higher-Education Budgeting 

At the State Level: 

Concepts and Principles 



Dennis P. Jones 



1984 



EO.DrawerP \ . ■ Boulder, Colorado 80302 

An Affirmative Action/Equal Opportunity Employer 



ERIC , 4 



*1 ■ 

The work upon which this publication is based was performed 
pursuant to Contract No. 400^83-0009 of the National Institute of 
•Education. It does not, however, necessarily reflect the views of 

if MIX B^gGMS&Y* ' ' - « 




This publication was not printed at the expense ofHhe federal 
government „ /* 



Boulder, Colorado 86302 

Printed^ the United States of America 
Designed by Lynn E.Fhtitips 



■i: 



9 



Table of Cmitehts 



Acknowledgments s . <. .,; . .... . V. jd 

Chapter! *■ ; V\" , ; - 
The Future of State Funding . . . . .. l 



■ Chapter 2 



Chapter 
TneBi 



ERLC . * " ' * 6 



Budget in Concept and Context . ...... U 

Chapter 3 jT 
, %' Customary Apprc^mes to Resource Attention. 41 

' ":• ■ , ' • ■■ * - ■■- ■•' \ ... . . ■ 

Chapter 4 • « 
Budgeting in the 1980s: Responding to 
New Realities : T ......... 63 

4 Chapter 5 

Budgeting and Educational Policy: . * 
Conclusions and Recommendations 91 

Appendix 97 

' References-. .....* \ . Ill 

i +* 

- - ' - ■ V ■ ' ■) I ' ' 



'4 




res 




2. Gdve m an.ee R clationahips, / ; . . . . . /!,. , . / 26 

3. Areasof B^Aa^^tteBbc^t Process . ........ 31 

f • <■ 

4. Cabining Buo^etaiyConiponent^ ...... ...... 39 

... 42 



ERIC 



' 6. AverageversusMarginalCosts ................ 53 . , 

7. State Allocations linked to a Multiyear 

Average of Knixilhneiits...... ...... r 73 

SI ffttft/^trtCT f*t>3fi«jtmi Hupin ~ n^J. J.. . ^ ... - ...... 

junawg veuings uunng r exiocts ol 

toollnienf Growth.*. . v *" 74 , 

* 

9. Minnesota's Enrollment Bulge Policy ; . . .... ...... 7S . • . * 

V 

10/Marginal-Cost Curve Over a Wide Range 

of Enrollments. •. .... ..... 79 

# * 

U.KxedandVariabteC?oste — . . . 81 

vii . 



ibles 



* 



» ♦ 



2. The Influence of Governance Relationships on 

Financing, Budgeting, and Accountability . , . .27 

3. Summary of Budget Formula for Higher 

• Education, State of Kentucky, 1983 , . .98 

4. University of Wisconsin Systems, Fixed-Cost 

Analysis, Instruction*, Base Year— 1978V79 104\ 

5. Marginal-Cost Factors f ..... , . . . . 106 



ERIC 



8' 



In developing this document I benefited from the ideas and 
assistance of friends and colleagues around the country.* To 
each of them I owe a particular debt of gratitude. Rich Atfen 
provided *the impetus for the effort and offered many 
valuable comments along the way. Paul Brinkman's nearby 
office made him a victim of my frequent need to discuss 
ideas, both conceptual and technical. His unfailing good 
grace allowed 'me to benefit from both his knowledge and bis 
wisdom* $ill Pickens contributed his intejiect; his experi- 
ence! and copies of many pertinent papero&om his files. 
John Folger found time at numerous nationaY~raeethigs to 
listen to.my ideas/offered his own unique blend of academic 
and real-world perspectives, and subsequently reviewed the 
numerous drafts, through which this document passed. 
Brenda Albright/Gail Noras. Bill Fuller, and Mike Mullen 
provided encouragement as Well as substantive comments 
during this period. With skill, craftsrnansbip, and patience, 
Rolf Norgaard transformed the draft into a final product 1 
Paula Dressier typed the document over and overagainwith 
good humor and style. Clara Roberts oversaw the production 
of this volume,' with help from Linda Croom, Lynn Phillips, 
and Mary Hey. I hope thisbook reflects theasnnmny valuable 
contributions. / \ 



. v 



J* 



V 



I 



The Futare of State Funding , 



.ERIC 



lames Thurber was fond of saying, "It is better to know some 
of the questions man aU of the answers." Adopting his 

, advice, this volume step^back from annual attempts to make 
the numbers come' out $£ht and considers instead basic 
questions about state funding of higher education. 

Budget cycles *urn as inevitably as the seasons. Relent- 
less and swift, these revolutions on.the fiscal treadmill com- 
plicate the already difficult task of finding suitable responses 
to the, needs of higher eduction. More importantly, changing 
circumstances have rendered many customary approaches 
to resource allocations inappropriate The needs of state 

, colle^tgnd universities are clearly different today than they 
were in the 1950s and 1960s. Moreover; the state's own 
educational requirements have changed as a new generation 
of students prepares itself for working and living in an infor- 
mation society. If new answers are needed, we must first 
remind ourselves of the questions. Then we must frame our 
responses within the context of bask concepts and principles 
that can assist us in forming educational and fiscal policies 
appropriate to the 1988s. .. 

This book represents an attempt to get back to the basics < 

■ on the topic of state financing in higher education, lb do so, 
w&must clear much of the conceptuahand rhetorical under- 
brush that has accumulated over tne years. We must review 

« m * 5 • 
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the wealth of experience that states have in fin a nci ng higher 
educa tion an d^etermine how we can better tap and.utilize it 
Some oIlH^experience consists of the personal knowledge 
accumulated by individuals responsible for recommendi ng 
and- implementing new mechanisms for resource allocation. 
Much of the literature dealing with state financing of higher 
education consists of the documented experience of others. 
The most frequently cited writings are all descriptive in 
nature (such us Miller 1964,* Gross 1973, an4<J!enny 1976). 
Those writings that dcrnot reflect personal ax^erienc^br pro- 
vide descriptive accounts are, inevitably hortatory in nature. 
They extol the virtues of one particular method or urge .the 
adoption of a .particular point of -view. What is missing is a 
fundamental;, conceptual basis for organizing tins experi- 
ence. We must be able to juxtapose and compare approaches. 
It is crucial that we identify which approaches are similar 
at heart and which arebased on dramatically different sets 
of -assumptions. Ukewise, we must recognize the critioal . 
features of various approaches and understand the context in 
which they are being employed. ' * , / 

* Three perspectives inform* our consideration of state- 
level funding of postsecoridary education. The &rst concerns 
the diversity mid complexityvof higher education itself and of 
current rnfr h«nkrm» for allocating resources within the 
enterprise. We must recognize that we" are speaking of 3,000 
unique institutions. While colleges and universities have 
much in common, they are clearly different from each other 
in important ways. The resource-allocation mechanisms 
through which they acquire their funds are similarly diverse. 
Examined closely, the funding process consists of myrjad 
individual decisions? arrayed in complex ways by a large and 
continually changing cast of characters. Budgetary decisions 
. are never exactly replicated' from year tor year, much less 
from state to state, lb some degree, this diversity is both 
warranted and healthy. Not only must resourcecallocatiOa 
procedures reflect (he unique context of higher education, 
they must also take into account specific institutional and 
state concerns thai^nange with time. Nevertheless, if we 
wish to discern bask concepts and principles that inform the 
funding process, we musnoojs beyond this complexity. In 



these pages we address issues common to ail states 'and 
public institutions, -without overlooking necessary distinc- 
tions or forming unduly broad generalizations. 

The second perspective that informs this book concerns 
,the importance of. recognizing sound budgeting principles. 
These principles argue thaf the budget process Is more than a 
* means of aHocaJing resources; it is also an extension 6t the 
planning process and a framer of accountability. Without 
adequate planning, resource allocation becomes nonpurpo- 
sive at best. Likewise, accountability mechanisms normally 
considered to be an integral part of resource allocation are 
either missing from, inconsistent with, or counterproductive 
to many state funding schemes. Our discussion seeks to 
generate some "first principles" for use by tfrose developing 
and implementing new or< modified procedures for resource 
allocation that reflect sound budgeting procedures in other 
contexts. _ * * 

This discussion of state funding of higher education 
differs from others m a third respect We view the process 
from the state perspective. Approaches to resource alloca- 
' tkm have most often been developed from an institutional 
. perspective. In other words, they represent institutional " 
me chani s m s applied at the state level rather than approaches 1 
developed expressly to reflect state priorities. It is little 
wonder, then, that institutional and state-level adminis- 
trators seem to clash Incessantly over the operational details 
of running colleges and universities. The mechanisms put in 
place to guide the state-level resource-allocation process 
invite state-level decisionmakers to treat, as policy variables, 
items that would otherwise be considered well within the 
managerial prerogatives of institutional adrninlstrators. This 
book adopts the state perspective for several 'reasons. The 
view of state government is crucial because it is the locus of 
the decisionmaking with which we are concerned. Whether 
by design or by default, resource-allocation mgrKanh^ 
reflect staterpriorities and- educational policies. We take this 
perspective not to the exclusion of institutional interests, but 
as a necessary and important corrective to our customary 
understanding of resource allocation. 



This book speaks to the needs of public higher education 
|n #ie* 4980s". Jfew circumstances, however, , should not 
necessarily force us to esp&useor embrace radfcaUy different 
approaches* Rather, we mist reexamine what hascome to be 
^ viewed as standard practice and modify these approaches in , 
* Subtle but important ways: / WlJit is called for; and what this 
. volurnehe|^|o^vide,isasrt 

- * abo^t-state-level budgeting a^>eSource allocation, mat' 

' X. Reflects the state perspective Ibu^not to the exclusion _ 
* ofltastitujiorialmter^stsl ' • > 
% Proceeds from and is cpnsisteut with sound principles 

of budgeting and management , 
3. Deals^^itlrthe application of. these basic principles 
wif|& tee unique ^ ' 

Working frfm these t|iree' perspectives, wov-can develop a 
' coherent and ^ c^ceptually sound pictur© of two relatively 
independent entities— postsecoiuiary institutions and state 

, government-bound togctfier by a series of relationships that 
extend beyond funding to include goveriiance, kr^, and 
^accountability, * ' * 

PubUc.postsecondary education is very much a creature 
of state government. Just as national ddense is recognized as 
a function of the federal govenunent, and elementary and 
. secondary education are generally considered community 
concerns, the governance and finance of pubfic-mgher 
education reside with the state, the relationslup is not exclu- 

. sive. the federal ge^psrninent and, in some states, local 
governments do, contribute* to the ongoing operation of 
public postsecpndary education, Students, too, contribute a 
collectively significant share. Nevertheless, the' responsi- 

- Ktiiiripn frf giittfrfiflnahio H p w ith state aosierninenti _ 

* Two facts reveal the strength -and importance* of this 

bond. First, state gewrnment is by far the single largest 
. source of support for fmblte arilegesa^ 
, contribute about 60 percent of the revenues that support 
public highe^ducation'« instmcuonal and general expentfr 
^ tures. Remove the revenues ennstmine^ 
. and their share escalafes to almost 70 percent. Secorai, the 



' share of revenues that higher education receives from ' 
general state funds typically ranks second only to' those allo- 
cated to ejrfhientary and secondary education. Clearly, state * 
government has an important stake in its educational institu- 
tions; these institutions, in turn, look to the state for their 
support. -Th^fees are of mutual interest and benefit. 

The basis of this relationship— financial support— makes 
for^an association not only close and strong, . but often 
frustrating and sometimes contentious. Because higher 
education receives a lion's share of the state budget, its con- 
stant requests for more resqurces often ring more hollow and 

^strident than true. On the other hand, the state is tne primary 
guardian of its colleges and universities. Advocates of higher 
education musVof necessity look to the state* not only for 
subsistence but' for a reasonable quality of life. Inevitably, 
squabbles over levels of* support and Organizational life- 
styles do occur. Such eruptions are seldom irf the best inter-* 
ests of either party. The esteem and credibility of both are too 
easily diminisfied When inherent conflicts -aren't nianaged 
and contained. like nuclear fission, reactions can be a force 

. for good if they are properly channeled; unconstrained, . 
these ceactions can become destructive. * '"'•,„■ 

Recognizing, explifcitly or implicitly, the importance 
of keeping their give and take within bounds," both parties 
have 'devised ways to smooth the allocation process. The 
mating dance, in short, has been ritualized, ftteome states, 
approaches have become standard operating procedures 
without a clear and explicit agreement; the system has ' 
sassumed its present shape by precedent alone. Precedent; for 
example, can lead to the unquestioned assumption that last ^ 

i year's allocation becomes the base from which to calculate 

Ithis year's increment. Mechanisms fat special requests do 
exist , in nearly all cases, but the bulk of the allocation is 
determined thrbugh procedures with wflich participants 
have grown comfortable over time. In other states, these 
understandings have become codified in the form of oudget . 
- formulas or other structured guidelines. In these instances, 
the key factors that enter into budget calculations are re- 
duced to explicit formulas through a negotiation process. 



Over the years,' state government and public postsecond- 
- ary institutions have achieved reasonable stability in their 
relationships. Alt parties involved have tacitly recognized 

' and accepted the process by which funds are requested and 
allocated.. Consensus has also existed regarding which 
factors would be considered when adjusting allocations from 
one year to the next. This stability, however, is crumbling. 
Customary practices are falling victim to c h a ng i n g threes and ' 

' new priorities. In some states these changes are gradual,. in- 
oflfers, precipitous. The immediate cause is economic. State 
revenues are not expanding at a rate commensurate with the 
needs of higher education. Thesorevenues are limited either 

• by a slifggish economy or by fundamental social 'shifts that 

' 'have resulted in either revenue reductions or caps,on the 
rate of expenditure growth within the suite. Examples' in- 
clude California's famous Proposition 13 and its variants in 
other states. Although now less rampant, inflation has also 
wreaked havoc. It has often effectively transformed what- 
ever increases have been granted into a net loss. 
. v Economic conditions have also forced various State 
priorities intosharper focus and, at nines, into direct conflict. 
Often mandated by a legislative statute, state cc*nmitments 
to elementary and secondary education, welfare, and other 
programs have been maintained at the expense of higher 
education, Not only is the fiscal pie' getting smaller in real 
terms, the sizes of the pieces are changing. At best, higher 
education's portion is staying constant. In many states, 
however, its share is clearly decreasing (McCoy and Halstead 

' 1984). This has prompted many state ^and institutional 
admunstrators to trade in their pie cutter for the fiscal 
hatchet. A few. energy-rich states have been spared these 
strictures. Many states, however, are b ein g forc ed to change 
. the ground rules -that govern the process by which state 
funds are allocated to postsecondary institutions, i 

The changes being made or proposed take many forms. 
This reflects different state practices, unique conditions in 
their external environment, an^ tha political and economic 
constraints that dictate what change is possible. When dif- 
ficulties are not acute, states favor modifications to their 
current approach. Their first inclination is to give the old 



machine a tune-up and hope it .will carry (hem through one V 
more budgetary season. Some states will fund their 'post- 
secondary institutions at a percentage bf the igrmjila or will 
allocate funds to yield only a constant share of the fiscal pie. 
Those states facing relatively small revenue limitations can 
afford to tinker with the existing resource-allocan<m machin- 
ery and^et it to work under somewhat altered conditions. 

Some states, however, are being forced— or are willingly 
choosing—to consider fundamental £hd radical changes in 
their funding procedures. Moreover, some tjiat have made a* 
series of incremental changes in their approaches now find 
themselves with badly flawed or unworkable arrangements. 
m Funding at a "percentage of formula" can be a reasonable 
short-term solution td a fiscal problem. But if the solution is' 
- repeated over a series of years so that institutions are funded 
at 60 or 70 percent of the formula, tfcen we must question the 
continued desirability or even viability of this approach. 
t Continued application of band-aids will not result In a cast, 
the kind of solid support needed to remedy todays problems. 
^ A few states are being forced to make more radical changes 
because of precipitous and potentially lon^tem dtclines in 
their economic fortunes; Even if their economies rebound 
fully, pent-up demand for state resources will create an 
altered fifnding environment that can't help but affect the 
process for many years to come. 

Finally, many states are rethinking, in whole or in part, 
their approach to resource allocation. They are not prompted . 
by. economic necessity alone, but by the recognition that 
their funding mechanisms are no longer synchronized with 
state priorities. Be they formula or incremental approaches, 
t funding mechanisms are devices for bringing some measure 
<« certainty and stability to resource allocation. They are not 
geared to respond to rapid change or to reallocate funds 
swiftly among shifting state priorities. Change, however, has 
been thrhalimark pf the last decade. Many of the resource-, 
allocation mechanisms now in place were developed at a • 
time when the baby-boom cohort was reaching college age. 
At that time, the primary state objective was accommodating 
the horde of new students. Clearly; conditions and objectives 
have changed. Enrollments are now increasing .slowly, if at 
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all. Today, states are more concerned with m a int a inin g the 
quality of their institutions and promoting the economic I 
development of their region than with expanding (heir 1 
capacity to serve" more students, | 
The above reasons indicate why approaches to resource { 
allocations are in a state of flux.- Administrators at both the I 
institutional and state levels are exhibiting considerable ^. 
interest in new approaches to their budgeting problems^- 
Ideally, these approaches will a«»mmodate their changgaF 
circumstances but will not require them to abandon tjjipr 
principles or priorities. Although the need to change hiding 
approaches is 'widely accepted, little guidance exists for 
safely navigating these uncharted waters. As a consequence, 
administrators recommending changes can be expected to 
rely on a customary .strategy: borrow the basic solution from 
someone else and accommodate local, idiosyncratic condi- 
tions by modifying it over time. This was the method used 
by many states in the 1950s and 1960s when incorporating 
funding formulas irito their msotirce-allocation process. 
Note, for example, the number of southeastern states that 
borrowed directly or indirectly from the Texas fornmte and 
then modified that formula t#$uit their particular needs. 

This ' borrow and aHapt' ' strategy has, however, several 
drawoacks. First, it requires some states to innovate, to take 
that initial, risky step. After all, there has to be a bandwagon 
before anybody can clamber aboard. Several innovations 
currently meet this need. For example, Indiana has adopted 
a rojfrginal-cost approach and Wisconsin a fixed- and 
variable-cost approach. Tennessee has initiated a 
performance-funding program for promoting outcomes con- 
sidered^ important from the state perspective. Colorado's 
'Men&randum of Understanding' 'j|edef ines in important 
ways the relationship between stategSvernment and state- 
supported colleges and universities. These examples illus- 
trate that innovative responses are emerging that address 
changing economic and educational conditions. It remains to 
be seen, however, which if any of these initiatives proves 
itself worthy of widespread emulation. 



strategy dVrives from applying someone else's solution, to 
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your own problems. A budget is a means for implementing a 
P°"cy- History suggests, however, that it is aff too easy to 
become preoccupied with" the means and lose sight of the* 
policies, and priorities that lie at their heart. Before' a state 
should adopt another's procedures,' it is essential that it 
understand the key policy implications of that approach. 
Surgeons, for example, have learned that when transplanting 
an organ from a donor to a recipient, a Jong list of special 
^conditions must* prevail. Likewise, administrators must 
understand Hhe idiosyncratic conditions that prevail before 
resource-allocation approaches can be successfully trans- 
planted from one state to another. Without such an under- 
standing, the transplant mqy be rejected, to the discomfort 
if not the peril of the borrowing state. The potential for 
rejection is exacerbated* when we ignore whatever crude 
understandings we do have in the rush to change pro- 
cedures. Progress by trial and error can easily turn into no 
progress at all. ' ' . . 

The third limitation of this strategy lies in tne fact that 
while it is easy to borrow, it is considerably more difficult to 
adapt. Whatever the current budgetary practice, one can be 
sure that it evolved to its present state over a period erf time. 
One can also be sure {hat this evolution* did not occur flaw- 
lessly. Few participants familiar with the resource-allocation 
process are without tajes of a procedure or a legislative provi- 
sion that did not become a mild if not unmitigated disaster. 
Borrowing someone ease's solution increases the need for 
field modifications and, consequently, increases the proba- 
bility that significant problems will emerge. 

Mention of these drawbacks is not intended to argue 
against change; change is not only inevitable, but necessary. 
Rather, it is intended to argue for informed and considered 
change. If we are to develop new approaches to resource 
allocation, we must first ensure that they are grounded in 
appropriate concepts and assumptions and reflect sound 
budgeting principles. In short, this book argues for a return 
to basics. The" next chapter deals with several key concepts 
that can form the basis for devising a set of first principles 
for state-level resource' allocation. Concepts given close 
attention in chapter 2 include the link between budgeting, 
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planning/and accountability: governance relationships; pro* 
duction functions in higher education; and key structural 
components of the budget. Chapter 3 deals wim customary 
approaches to resource allocation, evaluating them in light of 
the principles and guidelines presented in chapter 2. 

Chapter 4 describes the changing environment that is 
affecting resource allocation and, in turn, discusses actual 
and potential responses to these pspblems. Drafting on the 
Concepts developed in chapter 2, the fourth chapter assesses 
the strengths and* weaknesses of current efforts to bring 
resource, allocation in line with today's economic and educa- 
tional realities. No attempt is made, however, to inventory all 
current practices or to report on the latest happenings in 
higher-education budgeting at the state level. Chapter 5 sum- 
marizes key recommendations and identifies those aipas 
where reform of resource allocation may further the'aims of 
both educational institutions ami state government 

With the exception of the final chapter, an effort has 
been made to avoid prescription and preachment. The intent * 
of this book is to logically develop a conceptual scheme 
within which funding *fffrh*miftm« can be understood%nd 
evaluated. Above all, it is hoped that the concepts presented 
will help administrators in state government, legislative 
staff, and executives at colleges^ and universities to develop* 
arrangements for resource allocation, planning, and account- 
ability that are appropriate to the 1980s. If these arrange- 
ments are to be successful, they must simultaneously serve 
the priority needs of the state, recognize key institutional 
objectives, and accommodate the economic realities of our 
time. 
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The Budget in Cohcept J 
and Context 

pefinlt^>n.and Scope t 

*' For -most of us, budgeting Is what we should have done 
before we found our checking Account overdrawn. State- 
level financing of higher education also tends to reflect this 
preoccupation with the bottom line. Our basic assumptions 

. about what the budget process is and what it can accomplish 
are formed in the caldron of immediate financial* exigency. 
This can result in a myopic view of financing that reduces 
the cultivation of strategic educational resources to trans- 
actions on an accountant's ledger. 

Most definitions of budgeting in higher education are not 
wrong. However, they do exhibit a propensity' for turning 
shortsightedness into a practical and procedural virtue. True, 
the budget^" is an instrument that enables the -allocation of 
resourc es from one organizational unit to untlwwr wiw6li*r& 
be from a department to a faculty member, from a college to a 
department, from a university tea college, or from a hinder ' 
to the university'' (Caruthers and Orwig 1979, p. 1). In the 
context of state-level financing of higher education, the 

' budgeting 'process parcels out available state resources to 
those entities charged with carrying out state functions. Far 
too often we limit our view of budgeting to this narrow 
definition. As a consequence, budgeting becomes a merely 



financial exercise that starts and stops with the bottom line of 
the appropriation; its point is reduced to d^v^ing up the pie. 

Unfavorable economic conditions only reinforce this 
perception. State legislators become preoccupied with 
squeezing morerevenues out of an already burdened system 
and cutting attentions in discretionary areas of the budget: 
They wish to make ends meet, as indeed they must accord- 
ing to nearly all state constitutions. When tides of red ink 
rise, legislators and state administrators can easily lose sight 
of other functions of the budget. These functions are not 
simply supplemental or auxiliary. Rather, they invest the 
budgeting process with meaning and purpose. That these 
functions are often less visible than the bottom line does not 

- negate their presence or importance. 

If we take a step back from the numbers, we come to - 
view the budget not so much as a document but as a process. 
For example, Peter A. Pyher (1973) considers it as part of an 
integrated system that includes planning as well as budget- 
ing. While planning identifies desired Outputs, budgeting 
Identifies required inputs. Reginald L. Jones and H. George 

Wren tin succinctly characterized the. key features of the 

/system: 

A budget can be regarded as primarily a plan or goal or 
objective, and we know of no better definition of bud- 
geting than to say it is primarily a planning and control 
system. Each word in that definition is important for a 
full understanding of budgeting's proper role. The plan- 
ning and corffftl aspects relate to the fundamentals of 
i the management process. [1966, P. 14] 

Even this somewhat technical definition does not embrace 
the full substance of budge ting or reflect its br oa d im pact . As 
Aaron Wildavsky correctly points out, budgeting cannot be 
disassociated from its participants: 

' Budgeting deals with the purposes of men. How can 
they be moved to cooperate? How can their conflicts- be 
resolved? . . '. Serving diverse purposes, a budget can be 
many things: a.political act, a plan of work, a prediction, 
a source of enlightenment, a means of obfuscation, a 
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mechanism of control, an escape from restrictions, a 
means to action, a break on progress, even a prayer that , 
the powers that be will deal gently with the* best aspira- 
tions of fallible men. [1974, P. jariiij 

This book will not attempt to unravel some of the more 
metaphysical implications suggested by WiWavsky. How- 
ever, several functions of the budget suggested in the above 
# quotes must be kept clearly in .mind when we discuss 
approaches to resource allocation. 

linking Intentions and Actions 

A budget's primary function is to span the distance be- 
tween intention and action. It is the device by which a state 
carries out its plans and by which it signals its priorities. We 
should recall that states do support higher-education systems . 
for reasons other than habit. Some motives are highly amor- 
phous (an educated citizenry will enhance the public well 
being), while others are very specific (state economic growth 
demands the availability of continuihg-education programs * 
for engineers employed by area industries). More often than 
™>t, these priorities and purposes remain impiich\at best. 
They are neither written down nor agreed to by tile principal 
parties. Frequently we can only infer the interests and 
motives that the budget process harbors. Today's hot issue 
may receive attention, but rarely- is it incorporated into a 
longer list of purposes that may be equally important* if less 
flashy. 

These priorities change over time, and legitimately^. 
' Indeed, they often change faster than the budgeting 
mechanisms put in place to finance their achievement. As a 
consequence, operational priorities are largely determined 
during the budget process. The budget can become, in fact, 
an ad hoc surrogate for careful planning. Because the process 
of allocating resources recurs every year (every two years in j 
a few states) and because it has a direct and dramatic impact 
on institutional operations, administrators ^re understand- 
ably responsive to the signals that emanate from that pre? 
cess. Indeed, the budget is the single^echanism through 
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which states can reward and grant favor in tangible ways to 
state organizations and their employees. Other control 
devices, such as laws and regulations, constrain or punish; 
they are not designed to provide incentives. The power of the 
budgeting, process to capture the attention of institutional 
administrators is further heightened in those states where 
government, through funding or statutory controls, is clearly 
the dominant external constituent for the institution. - 

Because the budget and the process by whichit is deter- 
mined exert considerable influence, state purposes reflected 
in them are also given tacit or explicit priority. This point 
receives far too little attention. WhenSll eyes concentrate on 
the bottom line, it is easy to ignore the incentives and signals 
built into the process by which that bottom fine is reached. 
Cynics may not be alone in arguingihat no state priorities are 
reflected in the budget, save perhaps operating efficiency or 
the limitation of expenditures. However be it by design or' 
accident, consciously or unconsciously, values and priorities 
are inherent in the budget and the methods used tocalculate 
it. These priorities may not be the ones that state officials 
would choo$s were their decision explicit and conscious, but 
that does not negate their presence. How many state legis- 
lators, for example, would argue that their priorities are to 
diminish educational quality or boundlessly expand access 
to higher education? And yet, incentives for exactly these 
purposes are incorporated into most funding formulas. This 
is not to argue that formulas should not be used or that 
formulas as we have come to know them arewrong. Rather, 
it is to call attention to the fact that procedures for calculating 
budgets are not value free. That these values are implied 
rather' than explicit or that they weren't considered when the 
calculation procedures were devised makes them neither 
neutral nor inconsequential. Once put in place, \hese proce- 
dures will be used and interpreted in such ways that allow 
'institutions to maximfoe their revenues. This being the case, 
it « behooves the state to consciously choose allocation 
mechanisms that reinforce institutional behaviors con- 
sidered most desirable. _ 

Being a bridge between intentions and actions, the bud- 
get process can collapse a distinction that is vital to maintain, 
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that between procedure and policy. Because state priorities 
are rarely made explicit, the usefulness of ihe budget as a tool 
for state policy is severely limited. In the absence of policy - 
objectives, budgetjng procedures take the upper hand. This 
results in entrenched bureaucratic structures uninformed by 
any clear strategy. If budgeting is to promote, not hinder, 
educational policy, administrators at both the institutional 
and state levels must consciously review not merely the 
means for financial support but its ends. 

Planning 

* 

Planning, the second key function of the budget process, 
is the way we can consciously choose desirable ends. It is an 
exercise, however, that most states readily confess that they 
do not undertake. Some states still develop and publish five-' 
year plans for their colleges and universities. These plans; 
however, almost inevitably represent a summation of institu- 
tional plans, not state objectives. Moreover, they offer less 
plan than prediction. They calculate future enrollments and 
the resources required to* serve them, but fastidiously avoid 
any consideration of educational policy. There is little 
evidence of planning being used at the state level to propose 
and then achieve a desirable future for higher education. At 
best, planning has been an effort to document an expected 
future. ' ' , 

Although considered lamentable by many, this lack of 
planning is in some respects understandable. State govern- 
ment is not a monolithic entity. By design, policies are forged 
in a political crucible. This makes any agreement on desirable 
futures very hard to achieve. State officials, legislators, and 
college administrators must confront legitimately different 
and 'strongly held views concerning "what ought to be" 
when trying to envision the future of public postsecondary 
education. Since confrontation is painful, even politically dis- 
advantageous, it is often studiously avoided. This represents 
less a tendency toward open compromise than a tendency 
toward obfuscation and generality. Instead of achieving 
resolution, those involved in the planning process seek 
agreeable phraseology. Golden prose is written! about the 
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future of higher education. But upon close inspection, this 
prose provides no guidance whatsoever to those who admin- 
ister institutions and are held responsible for achieving these 
generally unspecified ends. . ' 

This situation leaves institutional managers free to make' 
creative Use of the ambiguity that surrounds them. There are 
certainly positive aspects to this, condition, particularly from 
an institutional perspective. Likewise, there are pitfalls. 
Miscommunication or even misunderstanding of the expec- 
tations and priorities held by state-level decisionmakers can 
result in their goals, not being' met Institutional adminis- 
trators then become susceptible to charges that their school 
is not responsive to its major constituent and fundei. In the 
ajbsence of clear and articulate planning, evaluation of an 
institution's performance becomes difficult. In short/v^hile 
achieving complete agreement about state purposes maybe 
politically impossible, some specification is ^operational 
necessity. H 

Accountability 

- Th e need to determine whether performance is in accor- 
dance with expectations introduces a third key function. 
Budgets provide a framework for accountability. Indeed, we 
can think .of accountability as being the post facto mirror 
image of planning. The utility of the budget as a device for 
accountability therefore- depends heavily on the extent to 
which it reflects state priorities and ties this funding to 
performance. When the expectations of hinders are clearly 
stated, there exists a direct relationship between the budget 
an<! accountability. Performance' must be demonstrated as a 
condition of completing the ''contiact'' and becoming eli- 
gible for final payment. The tie is also direct in some financial 
arrangements based on formula budgeting, in particular 
those instances where accountability data are incorporated 
as independent variables in the equation. For example, when 
the state places high priority on educating and training 
students for a particular occupation, it can provide funding 
on the basis of capitation grants (a certain number of dollars 
being awarded for every degree granted in a specific program 
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area). In such cases, the accountability or performance 
— cjata— numbers of degrees granted— must- be submitted 
before the next allocation can be calculated. N 
Such a clear relationship between planning and account- 
ability is the exception, not the rule/ In the absence of direct 
correspondence, the common, tendency is.to frame account- 
ability issues in purely financial terms. Institutions are held 
accountable for spending funds in accordance with the ways • 
those funds are generated. This turns the allocation algo- 
rithm into a spending plan; procedure becomes a surrogate 
for policy. Funding algorithms-Were not originally devised to 
serve this function. When by default they^io serve as a 
spending plan, they only cloud, not clarify,, state^bjectives m 
higher education. An alternative is to build intom^udget 
process additional requirements for reporting and evaltuttjng 
4 performance. The aim of such requirements is, of course *to 
better inform decisions concerning resource allocation. 
However, they proceed on the assumption that state 
purposes and priorities can be stated clearly enough io give 
guidance to those engaged in reporting and monitoring 
accountability. 

Accountability loses much of its meaning when .state 
priorities remain ambiguous, and desirable future conditions 
unspecified. WJien little or no effort is .made to understand 
state purposes and intentions regarding higher education, 
administrators at all levels of the state system focus on 
means-b^fseif accountability rather than on ends-based stan- 
dards. Questions regarding accountability then typically 
take a different form: "Diet you utilize your resources as 
expected?" rather than "Did you accomplish what we ex- 
pected?" Narrow concerns for efficiency drive out expecta- 
tions of effectiveness; doing things right becomes more 
important than doing the right things. With this emphasis 
on means rather than ends, the crucial policy questions that 
lie at the heart of state-level resource allocation are answered 
by indirection and inadvertence, if indeed they are answered 
at alt. 




Current Practice \» * 

The functions of planning and accountability that should 
accompany, indeed inform, the budget process are largely 
absent from current state practices of resource allocation. 
This co&pses^ bridge between intentions and actions, hi 
turn, the budget process becomes but a bureaucratic thicket 
uninformed by foresight or retrospective analysis. As sug- 
gested in figure 1, when planning and accountability are 
denied their proper roles, the entire process of resource 
allocation is short-cdrcuited. The budget then becomes a 
closed but infinite loop. What are sometimes mistaken for 
planning and accountability are actually mirror images of the 
budget itself. The process can sometimes become nothing 
more than a self-referential numbers ^me that compounds 
past errors and frustrates any change or improvement. * 

The relationship between one's approach to resource 
allocation and the ends it achieves d^e^ wnether or not 
the link is explicitly recognised, dearly, there are two 
choices. One can start with priorities and objectives in mind 
and then fashion, in turn, a resource^ocation process that 
will provide incentives for achieving those purposes. The 
uninviting alternative is to start with or inherit a resource- 
allocation scheme and accept,, often blindly, the conse- 
quences of the incentives and values that inevitably lurk 
wilkin that system. • * 

n states are to mend the|r ways and incorporate pur- 
poses and priorities into the budgeting process, they must 
avoid both sins of "commission and omission. On the, one 
hand, mechanisms for calculating the budget are often built 
in such a way that they create incentives for low priority 1 or 
even unwanted outcomes. On the other hand, the power of 
these mechanisms to influenee institutional behavior in 
desirable directions is seldom exploited to anywhere near its 
full potential.- Rarely is explicit use made of the budget and 
its calculation mechanisms as an incentive and vehicle for 
effective educational policy. ' > 
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FIGURE I 
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Sfaort-Circuitisg the Budget Process 
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State Objectives » 

One of the reasons why state purposes of higher educa- 
tion are seldom made explicit is a historic failure to look 
beyond the institutional level. Most state systems were bom 
as individual public institutions multiplied. This required a 
level of management oversight extending beyond any one 
campus. Yet even today, long after state systems have been 
firmly established and coordinating boards put in place, we 
seldom encounter state-level perspectives on postsecondary 
education that differ from summed institutional views. Ail 
too rarely are institutions of higher education thought of as 
providing a 'means to state ends. Indeed, states themselves 
seldom consider the set of public goals that mighl be pursued 
through iriv<i^4i3i<*jii in ^^fljy^ooMt^Binmd noivcyritfes^ 

A menu of possible state objectives for higher education 
is presented in ta$el^ertainly no state will be in a position 
tqpursueall of these pSfeoses simultaneously. AH states will 
pick and choose from this Hat, or expand it to reflect their 
particular circumstances and needs. Inevitably, they will 
choose differently. No pretense is made that table 1 repre- 
sents an exhaustive-listing of potentially desirable outcomes 
from the state' perspective. While intended as illustrative, the 
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listing has been developed from ft conceptually sound de- 
scription of educational outcomes developed and employed 
by NCHEMS (Swell, 1984). The table is presented at this 
juncture because it will serve as a useful point of reference in 
subsequent portions of thU book. « 



TABLE 1 

a 

A Menu Potential State Objectives 
' Regarding Higher Education ^ 

A. Provision of Educational Opportunity 

t Access/Participation. . ; 

• Reactive— Those that want access are accommodated. 

* Prc*cuve-Students with particular characteristics 

, socioeconomic, demographic) are encouraged to 

E their education la the state's public colleges and 
tines. ,. • /;.'. • ' '. * % V " :'. 
' 2. Cljoice-- Students with particular characteristics are 
'• distributed within the system of institutions In desirable 
ways. 
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B. Achievement of Particular Student Outcomes 

1. Acquisition of knowledge and skills, both general and 
specific (value aided). • 

% . ' 2. Certification. , 

• General— A desirable proportion of the participants are 
retained in the system and become degree winners. 
. • Specific— Students are graduated with degrees In par v 
ticular fields. 

3. Licensure— Individuals are being licensed in particular 

p¥o£css$o&$ fit q ciGsini^lc fAt£> - 
4., Employment— Graduates are being employed in desirable 
; industries or occupations or in priority geographic areas 
' • * < (such as rural areas or Inner dties). ' 

'• c. Configuration and Quality of Programs and Institutional 
, ; Resources 
* V 1. Existence tf particuto 

y . cally desirable locations, lathe bask instrhitionaj structure 




TABLE 1, continued 

erf the state's system of higher education appropriate? 
Should all institutions be maintained? Should fissions be 
changed? 

2. Conformance to mission— Do programs fit Intended insti- 
tutional minion? 

■ ,<p* 

3. Student quality/institutional selectivity— Are desirable 
admissions standards being maintained? # 

4. Instttutkmalquality^^ 
being m^tafcjedqr improved? 

5* Program quality-Air desirable standards ami curricula 
■. being, maintained or developed in various programs and 
disciplines? > 

6. Resource quality. / 

• Faculty 

• Facilities » 

• Library * 

• Eqfafoment 

7. Institutional viability (a composite}. Do institutions have 
, the financial resources to retain a critical mass of quality 

students, programs, faculty, ami facilities? 

D- Contributions to Spedfi^msthuents 0 

1. Employers— The provision of trained/retrained man- 
power, consulting, and other services, 

2. Disciplines— Research contributions to specific or a broad 
¥ range of disciplines. * 

3. State. 

• Service to state agencies * 

• Economic development ■ 

• Manpower to meet high priority needs {health profes- 
sions, teachers, high-tech indusfiy) 

4. Special subpopulations within the state. 
•Indigent 

• Rural residents 

• Inner cHy residents *M A ~~ ' 
*• Agriculture or other specific industries 

B. Efficiency Aims— to accomplish all of the above with the 
least draw on the state treasury 
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When any state becomes preoccupied with balancing its 
educational checkbook, it loses sight of three crucial points: 
why it is buying, how it is buying, and what it is buying. In 
other words, it loses perspective on planning, budgetary 
mechanisms, and accounfabilittjfeAn awareness of the larger 
scope and purpose of sta^e-levef financing of higher educa- 
tion is necessary if we are to avoid becoming prisoners of the 
very budgetary mechanisms we have created. 

■• . 1 

The Organizational Context 

Public institutions of higher education are heavUy 
dependent upon and influenced by state government. Hie 
few exceptions are a handful of federally funded institutions 
rand those 1 community colleges thatare locally financed and 
controlled. State colleges and universities axe established by 
statute (in some cases, constitutionally) and are therefore 
creatures of the state. Because the^jiare heavily subsidized by 
public funds, they are susceptible to direct intervention by 
both legislative and executive bra^ 
Nevertheless, these institutions are unlike any other admin- 
istrative or operating arm of the state. They are not state 
agencies in the' same, sense as the Department of Corrections 
or the Division of Human Services. Public postsecondary 
institutions are invariably established as separately or- 
ganized corporate entities with their own governance and 
policymaking bodies. They therefore have a special relation- 
ship with state government and enjoy a certain degree of 
independence. . 

.This governance arrangemenUakme suffices to distin- 
guish higher edu c ation from most functions of state govern- 
ment. Other organizational characteristics of higher education 
further differentiate colleges and universities from state 
agencies. These characteristics have a direct bearing on the 
form and effectiveness of mechanisms for resource alloca- 
tion and accountability. We will be better able to appreciate 
the larger context in which state-level financing operates by 
considering, the constituents and hinders of state institu- 
tions, the governance relationships between institutions ana* 
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the state, and educational production functions (the manner 
in which institutions achieve educational outcomes). , 

/ . ' 

Constituents and Funders 

Postsecondary ^institutions are by design pluralistic 
bodies. They must simultaneously serve the needs and pur- 
poses of various constituents. At an absolute minimum, 
state-supported colleges and universities have two clearly, 
denned audiences: the students enrolled in the institution 
and the collective needs of state citizens. Most institutions, 
however, have many more constituent groups from which 
they receive some measure of support, to which they provide 
some kind of services, or by which they are regulated in one 
way or another. 

These different constituents contribute 'resources in a 
, variety of forms, such as money, time, or influence. In turn/ 
they all hold some expectations regarding the consequences 
of their involvement. Federal agencies, for example, provide 
institutions with funds for research, library books, scientific 
equipment, institutional development, and many other pur- 
poses. In turn, they extract adherence to a wide variety of 
rules and regulations, some tied to the funding, many not. 
They may also specify performance of certain program 
activities as a quid pro quo. 

r Business and industry have their own agenda for higher 
education. They seek as their employees college graduates 
with training in selected fields, promote the provision of 
instructional programs that serve the contmwng-education 
needs of these employees, and rely on universities for break- 
throughs that fuel technological, development. Whether 
acting as individuals or as fo undati on s, philanthropists also 
provide funds to institutions. Although they generally have 
the shortest agenda of any funder, even they have some 
expectations regarding how the institutions will behave in 
response to their generosity. Faculty and other employees 
also have expectations, particularly in regard to the nature of 
the organizational environment that is so important to their 
job satisfaction and productivity. 
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Some of these constituents view their contributions as 
payment for services rendered. Students are an obvious 
example, but government and industry can be similarly 
characterized, such as when they purchase research or other 
services. Other constituents view their contributions purely ' 
as investments in the future of the institution. Donations to 
the endowment fund, for example, are clearly made with an 
eye to the long-term viability and capacity of the institution. 

State government is unique among these various const!' 
tuents, and likewise its agenda is very different from other 
individuals and groups. With the exception of a few consti- 
tutionally created universities, state .government has the 
statutory responsibility and authority to create, reorganize, 
and divest, itself of public postsecondary institutions and 
their assets.' While boards of trustees -or regents are estab- 
lished to carry out the governance and policy functions of 
colleges and universities, state government holds ultimate 
authority. This authority can be wielded directly through 
statutes or indirect through the budget. 

As a function of this res^onsmility, state government 
must necessarily view the institution, or its system of institu- 
tions, in investment terms. Clearry^^tare govemrnent wishes 
to maintain or create a desirable mix and location 'of post- 
secondary institutions and programs. If also desires quality 
faculty, appr o pr iate faculties, 4 up-to-date laboratory equip- 
ment, and library and other information resources that are at 
least adequate to the needs of each institution. Of course, 
states do expect more than ' 'good' " institutions to result from 
their appropriations. They also expect trained manpower, 
solutions to problems facing the state, and certain goods and 
services that may also be priorities of other constituent 
groups. These expectations, however, do not lessen what is, 
the state's primary obligation: concern for the condition of its 
educational assets, whether in the form of programs, faculty, 
or buildings. 

Two salient points emerge from this brief discussion 
about the pluralistic nature -of higher education. Both are 
obvious but are so important as to warrant repetition and 
further emphasis. First, while state government is the major , 
constituent of public higher education, it is by no means the 
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only constant. College administrators are faced ^rth the 
necessity of simultaneously responding to scverafgroups, 
each of which has provide* financial or other resources to 
the institution and each of which has a somewhat different 
set of .expectations. When compared to state government, 
these other groups may have a small bufJievertheless impor- 
tant stake in the enterprise'. As a result, whatever budgeting 
processes are<put in place by the state must serve the state's 
needs but not diminish the institution's ability to respond 
appropriately to other constituents. Second, of these various 
constituents, state government is the hinder that must con- 
cern itself .with the ongoing viability of its higher-education 
system. No other group has a material interest in the invest- 
ment component of support to public colleges and univer- 
sities. Others are better viewed as purchasers of services. . 
Indeed, what sets state colleges and universities apaTrt from 
their private counterparts is this public responsibility for the 
development and maintenance of institutional assets. 

Governance v 

The budget is often the most tangible and direct link 
between state government and its educational institutions. 
However, the structure and purpose of that budget are often 
shaped by the governance relationships that .exist between 
the state and these institutions. Although perhaps not imme- 
diately apparent on a day-to-ftey basis} these governance 
arrangements have a pervasive influence on how the budget 
is conceived and implemented. These relationships can be 
complex and, moreover, can differ greatly from state to state. 

It is not the purpose of this book to describe these com- 
plexities in detail or to enumerate all existing varieties. 
Instead, it is far more helpful to consider the continuum of 
possible relationships. As suggested by Denis Curry, Norman 
M. Fischer, and Tom Jons (1982), these relationships span a 
broad spectrum {see figure 2J. At one end of the spectrum, 
educational institutions are treated much like state agencies. 
At the other end «€ the spectrum; institutions function much 
like independent, nonprofit organizations with which the 
state contracts for desired services. In practice, of course, 
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FIGURE 2 



Governance Relationships 



■ Greater Institutional Autonomy - 
- Greater State Control 



(Soukc* Denis J. Curry Nomina M, Fischer, aad Item Jobs, "State Policy Opticas 
far Financing Higher Edwitkm tod Rebted AccamtehiJity Qttfectivts/' Finance 
Issue pfcpfet no, 2 (Washington: Stole k VV«5hiiigtem*Ctoundl for Fostsecondary 
'Kdncfitton, Committee of the Whole, ISFebruary f982}.J 



neither of these extremes is found in its pure state. Neverthe- 
less, they represent the two poles of a continuum along 
which we can locate actual governance relationships. As we 
move along this continuum from the state-agency model 
toward the free-market model, we find that the state's role is 
increasingly circumscribed and that institutional autonomy 
expands correspondingly. As an expansion df figure 2 , table 2- 
characterizes these different arrangements with respect to 
financing, budgeting, and accountability. 

Drawing upon table 2, we can arrive at some conclusions 
about the close relationship between governance arrange- 
ments and the structure and function of the budget. As with 
all generalizations, there will be some exceptions. 

Means v&sus Ends. Under the state-agency model, 
the state places emphasis on the ways in which institutions 
function. Important variables include such factors as class 
size and the number of contact hours faculty members are 
required to teach. At the other end of the continuum, the 
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TABLE 2 



The Influence of Governance Relationships on Financing, Budgeting, and Accountability 



0VSEQ6 fOEW CAKU 
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Financing 1 All funds received deposited in 
general fundi and 
ap|HO|BjMibn 

2. Pees find cnarges prescribed by 
ieggslafure 

3. Finanda} resnons&ft&y for higher* 
educat i o n o per rti c n t would fee 
vested solely ki state j 



CORFOHATBOH 
"FHE£-MA&KfiT" M0DEL 



1. Operating fee coutctians 

2. Tu&kxi level* prescribed by 2. 
' legislature 

3. Services and activity fee* auri&uy 
enterprise revenues, eft* tasted 3. 
ft* "Donfcudgcted" fundi 

4. Sts$c govenuneiU primarily 4v 
r esp o ns i b l e (or finarsang higher- 



1. AH funds mised by instittK 1. Institutions have total 
ticn retained lootfly control over efl funds 



Budgeting t. The budget request would reflect 
s spending pins 

2. Specific workload factors would 
serve as basis for level of 
institutional request 

3. Relative efficiency would be a 
major criterion 

4. Legislature wouid approve spenfinj 
feveJJor vmkmptigtmm, tsafa 
activities, and o bj e cts of < " 
within programs And s*tL 
Adherence 5£jj£ 



Fees and charges established^ 
byjaglitftkxm governing 

Only state general funds 
Subject to state appropriation 

FinsnciaJ fespoinibi% 
is shared by state and ' 
^***^t utifln 



State appropr istiorw made to 
tiiird-party state agency far 
purposes of contracting for 
services And enrojbnent 
opportunities 

U^mete financial 
AfQaUStof vested in 
corporate Institutions 



1. Variety of fonmde* end 
U Kf c u j e ntsJ betes may be 

2. pelted bate refflse^ ere 
1 sod submitted by 
jo* afthougb major ... 
itccUon ere based on 
kvebu ism budgets, «u 

factors 



1. State support besed on s 
general afiowtkm fomraie— 
e»g», $f&T% resident f*"dw*j 

2. Aoproprienon bona lump* 
sura basb 



I. Contract amounts 
detennseed through 
or esteraa) 



Basic staie-levei budget 
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free-market model expresses state interests in terms of 
purposes or ends. The question here concerns what services 
or opportunities the state is buying from the institution. In 
other words, the state-agency model emphasizes operational 
purposes; the state's priority is to have educational institu- 
tions function in a particular way. By contrast, the free- 
market model emphasizes strategic 'purposes; the state's 
priority is to have educational institutions achieve certain 
ends that serve broader state purposes. Clearly, different 
governance arrangements both presuppose and reinforce 
different state objectives for higher education, be they opera* 
tional or strategic. In short, governance relationships reflect 
state priorities.. . 

* Accountability., Because state purposes for higher educa- 
tion are expressed in different ways under different forms 
of governance, accountability arrangements will also vary. 
Under the state-agency model, issues of accountability focus 
almost entirely on process and procedure, and emphasize 
primarily financial considerations. Were expenditures made 
in accordance with the details contained in the spending 
plan? Were stipulated procedures faljo^ed for handling a 
variety of transactions in suJfi areas as personnel and 
purchasing? Because this form otaccountability is largely 
financial in nature, the devices for ensuring accountability 
tend to be meorporate^&rectly into the budget process. 
Figures about actual expenditures during previous years 
bear directly on discussions about future budgets. Issues of 
accountability under the tree-market model focus less, on 
financial matters and more on outcomes and effectiveness. 
As a consequence, considerably different data and reporting 
mechanisms are required to monitor and demonstrate 
accountability. These arrangements can be an adjunct to the 
budget process o&can lie almost entirely outside of it. 

Constituents. U\ier the state-agency model, the state 
looms as the overwhelmingly dominant constituent When 
all funds, regardless of their source, are absorbed into the 
state general fund and allocated through legislative acts, the 
perspectives of other constituents are masked. Such circum- 
stances militate against simultaneously achieving an array of 
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products and benefits that serve other groups. These ctei- 
stituents simply lack the leverage they need to make fneir 
voices heard. Under the free-market model, the state is just 
one of several "customers" that the institution serves. This 
kind of governance creates great incentives for institutional 
administrators to maximize those benefits that serve a • 
variety of customers. It also creates circumstances under 
which constituents- other than the state have considerable 
incentive to enter into mutually Jreneficial arrangements 
with the institution. 

When state guidelines become highly prescriptive, insti- 
tutional managers are left with very little maneuvering 
room. This makes it more difficult to design activities that 
serve multiple purposes simultaneously. In turn, other con- 
stituents may be less willing to invest their funds in thfc 
institution under these conditions. When governance 
arrangements approach the stale-agency model, institutions . 
^become less able to tap potential support from other consti- 
tuents. Their revenues are derived almost exclusively from 
state appropriations. 

Consumers and Investors Under the free-market model, 
the state becomes a consumer of educational products and 
services. It invests in the educational system only insofar as 
it utilizes institutions in ways similar to other, constituents. 
Under this model, 'preserving institutional viability becomes 
the responsibility of the individual college or university. In 
all other models, the ^sjate^etains responsibility fof creating 
and maintaining the system of higher education. / 

Methods of Resource Allocation. Governance 
ments do not necessarily determine the method of 
allocation. Various mechanisms for calculating the amount 
of support can be employed in all of these models. However, 
there are some obvious affinities. ISnder the state-agency . 
model, educational institutions are treated like all other 
branches of government. Under such an arrangement, we 
can easily expect incremental budgeting on a line-item basis. 
Under the free-market model, the level of service as well as 
its price will be subject to negotiation. Between these two 
„ extremes lies the full panoply of arrangements that exist in 
the 50 states. 
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The relationship between governance and methods of 
resource allocation has further ramifications. As is illustrated 
in figure 3, the level of detail incorporated into budget calcu- 
lations can vary. The amount of financial data employed in 

* the budget process decreases as one moves toward the free- 
market arrangement. Conversely, the amount of data about 
performance, effectiveness, and outcomes increases. Under 
the state-agency model, the state concerns itself with all 
details of institutional functions and programs. Under the 
free-market model, the state is concerned wit frf ina nc ial data 
. only to the extent that it is used in justifying or negotiating 

- *the price of opportunities or services it chooses to purchase. 
The above five points emphasize that the budgeting pro- 
cess is shaped not only by a state's educational objectives 
but also by its policies regarding governance and level of 
control Indeed, these two notions work in close tandem to 
- reinforce a particular approach. Tight state control, goes 

P hand-m-hand wimarcoedura^ 

leads almost inevitably to line-Item budgeting and a finance* 
oriented accountability system. Less rigid state control 
provides, the opportunity to include more ends-oriented 
purposes. This in Hum promotes budgeting schemes and 
accountability mechanisms that focus on services rendered 
and objectives achieved. 

As should be apparent, structural and philosophic forces 
provide the environment within which budgeting systems 
must be devised and assessed. These forces vary greatly from 
state to state. This should give considerable pause to anyone 
tempted to borrow new budgeting approaches from other 
states without investing considerable effort to understand 
the contexts within which it is operating. "Environmental 
fit' ' is a topic far too little discussed in the extensive literature 
on formula funding and other budgeting devices. By concen- 
trating on basic concepts and emphasizing the broad context 
wfthin which the budgeting process occurs, this book is 
~ design^ to help fill this gap in both theory and practice. 
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FIGURE 3 

Areas of Emphasis in the Sudget Process 

Finance 




1 2 -3 4 

State-Agency . Free-Market 
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Production Relationships 

Most educational outcomes can be produced in a variety 
of ways. In other words, educational production relation- 
ships are very loosely defined. For example, instruction can 
occur through large lectures or through small seminars, face 
to face or through such media as television. Similarly, 
research activities cf »n be conducted by employing senior 
researchers, fulPttme technicians, graduate students, and 
undergraduate students, in widely varying proportions. 
Again, numerous factors influence just how a project is 
accomplished. Jhere are no absolutes on how best to go 
about the business of education. Deciding which production 
relationship to employ is a function of institutional 
preferences, the skills of individual faculty, and the 
avaitebflity of faculty, facilities, equipment, and other 



resources. .In short selection of an approach turns more on ■ 
traditions] values, and available resources than on validated 
prescriptions. . V 

Xhese loosely defined production relationships make it 
difficult to determine an appropriate or adequate level of 
state support for public higher education. Unlike the situa- 
tion in many industries, there is no technologically induced 
''standard cost.'' What tts/ttw&f cost to carry outinstructionaT 
activities is determined, if at all, through consensus and; 
retroactive analysis. Consequences of past preferences 
weigh more heavily than do hatd&iti-fast i^tid3a&hips 
between inputs and outputs. As, a result ( the final decision 
laiwutsupport levels is inevitatjly reached through negotia- 



tion rather than analysis. This phenomenon certainly creates 
incentives to hold on to traditional ways of /ioing business 
and; builds enormous inertia into the system, lb* admit the 
possibility of significantly different ways of carrying out key 
functions is to abandon' long-held 1 negotiating positions. The 
po^ntial losses tifctat might -be incurred in the interregnum 
and the ^certain* success of- new negotiating tactics' create 
stmngj^amoantives to change,, / . 

Although loosely defined production relationships make 
budgeting more difficult, they do^&Uow for various efffeien- 
cies and encourage creative use of institution resources. As 
we noted earner, colleges and universities have a variej^ of ' 
constituents. Bach contributes in some way to the enterprise, 
and each expects something in return. These expectations 
oan differ, sometimes in the extreme. However, the vast 
majority are not necessarily incongruent. Flexible produc- 
tion relationships allow institutions to meet different expec- 
tations simultaneously through a single set of activities. 
Many programs and .activities can be conducted in such a 
way that multiple clients can be satisfied at lower costs than 
would be the case for a single client. For example, when 

\ graduates of state institutions are hired by area businesses, 
the major objectives of the state, Industry, and students are 
aH acclSmpiished. Industry receives competent, productive 
employees; students receive jobs and the economic benefits 
that come with those jobs; and the state benefits through 
eccmomk development and through additions tote taxpayer 
rolls. 
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Analyzing these multiple outcomes is difficult because 
some are directly intendedtand accomplished by postsecon- 
dary institutions, while others are merely ancillafy%effects, 
The line that distinguishes what is actually produced on 
college and university campuses and what is not remains 
unclear. Moreover, some production relationships occur on 
technical grounds, while others are chiefly organizational in 
nature. Sheep raising is a good example of joint production 
that proceeds from technical considerations. Two outputs, 
wool and mutton, can be produced in varying proportions by 
a single production process. Eac% output is a natural, indeed . 
necessary, consequence of the other. 

Joint production in higher education occurs on different 
grounds. Colleges and universities produce outcomes jointly 
not out of technical necessity but for reasons of organiza- 
-tional efficiency and effectiveness. Clearly, it is not valid to 
separate one activity {such as teaching or research) and 
analyze production and cost relationships associated with it 
in isolation from aty other institutional activities. Colleges 
-and universities organize themselves to produce multiple, 
not single, outcomes through one set of coordinated activi- 
ties because joint production can be more cost-effective. In 
other words, they wish to maximize the possibility of joint 
supply, a condition in which multiple outputs can be pro- 
duced more cheaply together than separately. 

The possibilities of joint supply oncollege and university 
campuses justifies their being assigned the various functions 
that are now commonly accepted as being within their pur- 
view.. For example, much of the nation's basic research is 
conducted in research universities rather than in separately 
organized research centers. The rationale for this should be 
clear. Research activity produces knowledge while also 
educating a new generation of research scholars. Conversely, 
graduate education is such that it also yields new discoveries. 
The assumption is that combining both functions is, or at 
least can be, cost-effective. 

* Although colleges and universities generally undertake 
activities that yield multiple outcomes, their activities are not 
solely of this nature. If the expectations of certain .constituent 
groups are to be met, institutions may^have to institute 
special programs. The benefits 'of tljese, activities may not 
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spill over to mother constituents. Expectations of local 
residents regarding community services may well be met in 
ways that 'don't benefit the student body, the faculty, or the 
Institution in general Students would undoubtedly prefer ' 

- an array of support services designed to meet their various • • 
individual needs. Most difficult, however are tnosfe situa- 

< tions in which expectations arte in direct conflict. In such 
cases, meeting the expectations of one groujp^oecludes or 
diminishes the capacity of the institution to meet the needs * 
of another. Ibdte a fam^ '.'.'.y', 
programs of the quality sought by students and faculty may 
cost mor e *Hn l gjsj ajga_can fltJBtt willing to appropriate. 

The secret of effectively mana#ag poatsecondary insti- 
tutions often BesJn mastering flS6 art of selecting or creating 
those sets of activities that will simultaneously achieve >• 
diverse purposes at the least cost. If institutional managers k 
are to achieve multiple outcomes witn the resources avail- 
able to then!; they must have the flexibility to construct V 
appropriate production relationships and internally allocate ' 

' resources in ways that promote suciTSnds. Reducing this 
flexibility also reduces Aer 

ing multiple constituencies with a Imiited set of resources. 
Constraints are imposed when constituents such as state 
government dictate not only ends but means. For example, 
strict requirements regarding nmxinnun or -minimttm class 
size and mandatory assignments for • senior faculty can 
actuajly hinder efficiency and effectiveness. In short, 
mechanisms for budgetingfnd accountability that dictate 
such operational decisions abridge flexibility and are not in 
the best interests of the hinder. They reduce the possibiHty of 
designing activities that can satisfy multiple constituencies; 
they can increase, not decrease, the cost of providing ser- 
vices to all constituents. m . . 

It is much easier for an institution to integrate multiple 
services wden the^Qmectations of its constituente reinforce 
each other. Possl^mes of joint supply ate si gn i ficant l y * 
improved when various parties expect similar services or, at 
a . minimum, services that are not antithetical. This set of dr- 
cumstances is most often found in institutions that have a 
clearly and commonly understood misskm. Through a subtte 



natural selection process, such institutions attract consti- 
tuents that have compatible expectations, Institutions that 
have particularly fuzzy missions or project an unclear insti- 
tutional image to various constituent groups are most likely 
to be laced with irreconcilable demands from their various 
constituents, this is not to say that independent activities 
and programs cannot be established to respond to these 
needs. Indeed, such a capacity is one of the virtues of the ' 
large public university; it can put forward different faces to 
different audiences and do so successfully. What is lost, 
however, is the opportunity to gain some efficiency in the 
' sy ste m. If state-level resource allocation is to take advantage 
of the benefits offered by joint-production relationships, 
administrators, must be willing to devise schemes that are 
responsive to and reinforce different institutjbnal missions. 



The Structure of the Budget 

Having discussed the function and scope of the budget 
" and some of the contextual factors that must be considered 
when developing an approach to resource allocation, we can 
now consider in generic terms what structural components 
make up a budget. Higher-education budgets are formulated 
in nearly as many ways as there are states. Nevertheless, 
these many approaches can be viewed as combinations of 
only two basic forms: a multipurpose (core, general} compo- 
nent, and varied numbers of single-purpose (categorical, 
special) components. 

The Multipurpose Component 

,,, Invariably the 11 larger of the two components, m 
4* purpose funding provides support for basic operations 
programs. State allocations to the multipurpose component 
are accompanied by expectations that the/ will meet nearly 
all educational objectives. The majority of these purposes are 
closely interrelated, yet seldom are they made explicit in any 
orderly or comprehensive way. In many respects, it is dif- 
ficult to achieve consensus about these purposes in anything 




but glittering generalities. Nevertheless, it is still possible to 
identify several key state purposes that are closely tied to the 
core component of the budget: 

1. Access to higher-education opportunities. While access 
for state citizens is not an ei4 hi many benefits do 
accrue from a more highly educated citizenry. Tbiscon- 
jtinues to make access to education* 1 opportunity aTjasic 

. state purpose and an ongomg priority, ~ . 

2. Economic development States are eennbnnc as well as 
political subdivisions. As such/ a healthy economy is 

necessarily a slate priority. Higher education can meet 

that objective through training and retraining of a 
skilled work force, through research and innovation 
that assist key state industries, and through its role as a 
major employer and industry 4n its own right 

3. Maintenance and enhancement of the educational 
system. Unl*e other constituents of 'public higher 

* education, the state has responsibility for developing 
ft nH maintaining educational assets. Itfrpust decide the 
number and location of public postse^pndary institu- 
tions; the mission, role, and scope of these institutions; 
and the level of quality to be sought. 

4. Efficiency. Although efficiency is seldom listed as a 
major state priority, actual practice is such that it can 
hardly be omitted from the Hst. Indeed, it may be useful 
to incorporate efficiency into a more outcome-oriented 
list of state priorities so that inevitable calls for effi- 
ciency will be cast in terms of trade-offs that may 
impinge on effectiveness. 

Because there are joint-supply considerations involved, 
the costs of achieving the above objectives cannot be par- 
celed out and treated separately. Ttiisis why states seek to 
encourage joint supply through a single major allocation. 
The multipurpose component of the budget is designed to 
support activities that witt allow institutions to achieve these 
multiple yet closely interrelated purposes. 
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The Single-Purpose Component 

« * . • * 

•% Although core funding for higher-education institutions 
may derive from the multipurpose component, no state can 
ignore the need to allocate special-purpose funds. Three 
basic reasons prompt states to approve single-tturpose alloca- 
tions above and beyond the multipurpose component of the 
budget. f 

First, the single-purpose component accommodates the 
fact that states may have specific objectives or priorities for 
higher education that are best met by allocating a special pot 
of money. In many cases these priorities i&y represent 
short-term rather than ongoing needs. In these circum- 
stances, it suits both the state and the institution to create a 
« "special project" to respond to the need, fund the project 
with special funds, and not incorporate these funds into the 
base allocation given to the institution. Under this arrange- 
ment, the state becomes, in essence, a consumer of services, 
. with the financing arrangement serving as a ourcha^e agree- 
ment.. Neither party to the transaction , expects, or should 
expect, the arrangement to he long-lived. 

Second, the slate may approve sf&dal-purpose alloca- 
tions to create additional incentives for activities that ate 
ongoing within the institutions but that have emerged as 
s high priorities. Consider, for example, the recent need for 
teachers in bilingual education. Because of federal initia- 
tives, many bilingual-education programs were already in 
place. However, there was a need to-increase the number 
of graduates from these programs. Some mechanism was 
required to reward institutions for responding to this need, 
yet one that would not institutionalize increased capacity for 
an indefinite period of time. Single-purpose allocations pro- 
vided precisely such a mechanism, 
i A third reason why states turn to single-purpose alloca- 
tions is that certain ongoing priorities may be best served by 
only one or two institutions within ihe state system. 
Multipurpose allocations create incentives for similarity 
rather than differentiation. However, as we noted earlier, 
States are better able to foster joint productions in their 
educational system if institutional missions are both clear 
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and differentiated. For example, such functions as research 
and medical education must n e c essa r ily be confined to a sub- 
set of state institutions. The same holds true of s pe cial ise d 
vocational programs. The state cannot afford to oiler these 
services at each institutional site. The single-purpose 
approach to resource allocation can 'foster and reinforce 
these desirable differences. 

Combining multipurpose and single-purpose com- 
ponents of the budget yields an institutional appropriation 
such as the one illustrated in figure 4* Clearly, both form* 
of funding most v#ork in tandem. When fiscal proolems arise 
in state higher-education systems/ they often result from" 
misunde&tan^ng, neglecting, or misusing one or both of 
these components. For example, when a state is unable to 
fund the core component adequately, it often seeks to com- 
pensate for this by approving additional single-purpose 
allocations. This approacKappeals to legislators and others at 
the state level because it allows them to channel resources to 
the "truly needy." Moreover, this mechanism, does not 
require the level of commitment necessary when funding 
the multipurpose component, where aUocattoa guidelines 
are likely to call for equitable treatment of all institutions. 
However, as William Pickens notes, this approach can have 
undesirable consequences/ Resource-allocation arrange- 
ments become "riddled with categorical or line-item 
programs which can reduce institutional flexibility, create 
protected enclaves wfflch are unresponsive to changing 
circumstances, and tend to consume legislative time in 
details rather than discussions of general policy or overall 
educational effectiveness" (1981, p. % 

By recalling that these two basic budgetary components 
serve very different purposes, administrators are more likely 
to make conscious, ntrt inadvertent, policy decisions. Funds 
allocated through the special-purpose, component will then 
serve the priority educational needs of the state rather than 
its bureaucratic need for a budgetary escape mechanism. If a 
budgeting system is to work effectively, states must apply the 
concepts we have introduced with co n si de rable consistency. 

a 
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FIGURE 4 
Combining Budgetary Components 






Special-Purpose 
(Categorical) 
Funding 



Multipurpose 
(Core) 
Funding 



Although discussed more or less independently of each 
other, these basic concepts are indeed closely interrelated 
and reflect key assumptions governing the relationship 
between the state and its institutions. If the state exercises 
very tight control oyer the institution— viewing it, in essence, 
as a state agency— means rather than ends become the focus 
of both planning and accountability. This can discourage 
other constituents from investing in the institution and, in all 
likelihood, reduce possibilities of joint supply. Moreover, the 
very form of the budget will imprint this basic philosophy 
on day-to-day operations. If, on the other hand, the state's 
relationship with its institutions approaches that of the free- 
market model, possibilities for joint supply wiB increase, and 
planning and accountability will reflect greater concern for 
overall institutional effectiveness. 

The coming chapters will focus on these relationships by 
assessing current budgetary practice and evafctatinglhow 
states are responding to the budgetary issues of the 1980s. 
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Although funding mechanisms for higher education 
(torn state to state, they sham a common purpose: trea 
the disease that Shakespeare described as "consumption .„ 
the purse/' Building on the concepts cflscussed in chanter 2 
and enlarging upon the distinction between multipurpose 
and special-purpose components, this chapter describes 
various approaches that states use to fill the purses of their 
colleges and universities/ The funding approaches assessed 
represent typical even traditional solutions applied by a 
number of states. lit the next chapter we will discuss how 
these approaches are being modified to account for the new 
fiscal, demographic, and educational realities of the 1980s. 

Figure-5 illustrates how these various approaches relate 
to multipurpose and single-purpose components. As we " 
explore each of the avenues represented in figure 5, it will be 
evident that we devote .considerable attention to formula 
approaches. There are several reasons for this. First, approxi- 
mately naif of the states use formulas at some stage during 
the resource-allocation process. Formulas thus represent a 
significant element of current practice Second, and perhaps 
most importantly, policy decisions are made fairly explicit in 
the formula approach. i|s a consequence, one* can readily 
identify the variables that determine the level of allocation, 
and the relationship of Shite priorities to these variables. 

* - • . : ' ■ 
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FIGURE 5 

■ 

Customary Approaches to Resource Allocation 
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In oth^ approaches 'to resource allocation, criteria for 
budgetary decisions are not nearly as transparent. Finally, 
much of the literature on state-level financing deals with 
formula approaches, if for no other reason than that these 
approaches tend themselves much better to description and 
analysis than do less rigorously formulated akexnatives. 
However, readers should not infer that formula approaches 
are better or worse than other alternatives, only that they are 
more easily described and assessed. 



The Multipurpose Component 

Any overall scheme for resource allocation rimst gen- 
erate funds for multiple, rbasic purposes. Allocation levels 
for this multipurpose component are generattf d e te rm in ed 
through one of tw» approaches: incrmnental ftmdlng or 
formula funding. In the incremental approach, the previous 
year's allocation is'tafcen as a point of departure. This 
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amount is thai adjusted up or down depending on changes . 
in a handful of basic factors. In the formula approach, a 
sometimes simple, sometimes complex set of decision rules 
is devised and reduced to quantitative form. This formula 
prescribes independent variables and methods for determin- / 
ing coefficients; the amount of the budget request becomes 
the, dependent variable. 

After reviewing the strengths and weaknesses of both 
approaches, we reach the conclusion that they are not as dif- 
ferent as they seem. Picking between the two approaches is 
less -important than ensuring that the selected approach is 
designed to promote desirable, not counterproductive, ends. 

Incremental Budgeting ■■ 

The incremental approach serves as a convenient 
method foV adjusting, not refiguring, the budget to reflect 
changing circumstances. This is likely why it is the oldest 
and most established form of budgeting for colleges and 
universities! In ah probability, it is also the most prevalent. 
Because it represents a less formalized and structured 
^approach to resource allocation, incrementahbudgeting is - 
rather difficult to describe in comparative terma As a result, 
it figures less prominently than formula funding in scholarly 
research literature. Trie different ways that suites implement 
incremental budgeting has yet to be dccumentecf adequately. 

Two key assumptions allow us to describe tie salient 
characteristics of incremental budgeting. The first premise is 
that the previous -fear's allocation, the so-called base, was 
adequate and appropriate; The lion's share of the allocation 
(often 90 percent or more) is not reexamined; the allocation 
process takes this base, as a given and proceeds from there. 
Moreover, this baser is expressed in financial terms rather > 
than in work-load or program terms. This feature is consis- 
tent with incremental budgeting's proclivity not to reassess 
the past. 

The second premise is that nearly exclusive attention is 
devoted to the size of incremental changes to that base. 
■Fairly standard variables enter into the decision process: 



1. The number of additional students served of the in- 
creased amount of access provided. 

% Inflation or other changes in the cost of acquiring or 
retaining necessary resources, 

3. The addition of cither programs or significant sew 
resource, such as equipment or library holdings, 
■'" 4. Changes undertaken to improve the capacity of the 
'institution in ways* considered desirable. - 
The state's ability to pay. Regardless of any changes in „ 

| the above.factors, states cannot spend resources that 
. ' they do not have. 

Incremental-budgeting practices differ considerably 
from s^ate to state. In Illinois, for example, increments are 
based on prices of resources and numbers of students 
served. Institutions in the state are encouraged to start new 
programs by reallocating resources rather than by i^estin^ 
an infusion'of new funds. Other states, however, have ceased 
to fund growth, at least at certain institutions. Generally 
speaking, the variables that most direeuy affect the incre- r 
ment are often as much a function of tradition and vested 
interests as of changed circumstances. Rationales for budget 
requests are stated in terms round to be acceptable and 
workable. Over a number of years, a unique set of standard 
operating procedures has evolved in each state- * 

Incremental budgets have much to c ommen d them. 
They are, above all, incredibly practical. By focusing on a 
feasible set of adjustments, they inherently recognize that 
there are significant limits to the extent and nature of change 
that can be accomplished within a college or university from 
year to year. Moreover, this approach has the virtue of being 
very adaptable. The increment can be devised and struc- 
tured in such a way that additional funds can be channeled 
to high-priority areas. These priorities can be changed 
annually, reflecting a response to enrollment changes in one 
year, dwthgesin energy prices or salary costs in another, and 
creation of needed new capacities in a third year. 

In practice, however, incremental funding is likely to be 
an exercise In reaction rather than proactiori. Funds are 



generally directed toward the institutional squeaky wheel 
rather than toward state priorities. Moreover, incremental 
funding rarely examines past budgets or the values, and 
assumptions that they harbor. This creates a situation where 
errors are easily compounded^from year to year. As a result, 
the incremental approach seldom becomes an effective tool 
for implementing state policy. ' 

Many of the drawbacks to, incremental budgeting are 
also those features that make the approach politically attrac- 
tive. The base is seldom jeopardized; when it is, institutions 
generally share the pain equally. Moreover, increments are 
based on such recognized variables as inflation and changes 
in the number of students served. In short, the approach is 
politically attractive because it avoids value-laden issues 
such as state priorities and educational policy. It is popular 
with institutions because it does not provide an inherently 
strong framework foi accountability. Performance factors 
seldom if ever directfy determine the level of allocation. 
Finally, the approach rarely upsets the distribution of funds 
among staje institutions, a distribution deemed equitable if 
for no other reason than tradition. Sniping among institu- 
tions is not likely to occur when the base is established as* > 
given and when the increment is calculated from factor*^ 
generally applicable to aft institutions concerned. 1 

When judged in terms of the principles that we have 
developed in our discussion, incremental budgeting emerges 
as a workable, though far from perfect, solution. While it 
distributes resources with relatively little fuss, it is not a 
particularly useful device for translating plans into actions 
or for promoting accountability. This budgetary approach 
rarely makes slate priorities as clear as they might be. 
Although this method seldom jeopardizes the base, it does 
not eliminate uncertainties regarding the increment. 

It should be noted that incremental budgeting does not 
itself enhance' or impede an institution's ability to Foster . 
conditions under which joint supply occur. More immediate 
factors include the level of budgetary detail and the extent to 
which accountability is viewed merely as an institution's 
capacity to keep fiscal expenditures from outstripping 
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resources. When the budget and its framework for account- 
ability become detailed and rigid,' institutional managers 
have little opportunity *to develop some obvious opportuni- 
ties for producing multiple outcomes through joint supply. 

For™!. Budget^ 

Formula approaches to higher-education finance mire 
received considerable attention during the past 20 years, 
literature on formula funding grows more extensive each 
year. In the midst of all this attention/ however, one senses 
an increasing lack of clarity regarding what formulas are 
designed to do, what their characteristics are, and how they 
relate to state policy. Instead, the focus has shifted to the 
mechanistic: "How can formulas be structured so that they 
keep revenue coming in while still rrrrmining ppjirtrnlly 
acceptable?'' States pwer to tinker with existingformt 
and to see what might be borrowed fromomer states to sol 
thei/own immediate problems. There tactile evidence in the" 
literature of a fundamental reassessment |f formulas, the 
conditions and needs t^ey should address,, and how they 
should be developed to meet current state educational objec-, 
tives. A prerequisite for any such assessment is an i 
of the conceptual and historical roots of formula buc 

In his seminal work on formula budgeting, James . 
reported that the first examples he -could find of 
approach date from 1950. For purposes of his study/he" used 
the term formula as referring / 

to an objective procedure for estimating the future 
•budgetary requirements j of a college or university 
through the manipulation of objective (quantitative) 
date about future nrosrams, and relationshios between 
programs and cos6, in Woh a way as to derive an 
estimate of future costs. A formula is typically applied 
* uniformly to either (a) grans of comparabk institutions 
S - such as "state colleges,' 'lor comparable activities 
- withirj£group of dissimilar institutions, such as "lower 
divisioffiberal arts instruction,'' or "custodial services 
. ' for classroom buildings." H964, P. 6] 



■ William Pickens employs a Similar definition when he states 
that formulas are 

' a mathematical means of relating the workload of a 
public institution to its State appropriation. Function- 
ally, statewide formulas are. the*t>ridge between costs * 
and workload 'analysis {historical information which 
deterniinesrektionships between programs and expeB- 

• 5 ditures) and the State budget (the document which 

contains tha4pproved%el of experiditures). (1981, E 8) ' 

* Although the above defjmuons describe the quantitative 
dimension ofjormula funding with sufficient precision, they 
do not take into account the context in which formulate 
actually function. BicharcT Meisinger is not alone when 
he quarrels with the formal character of Miller's defini- • 
tion, thereby reminding us that formulas have a functional 

• <<.,*-«*■.. ■ .' '• 

„ On the ^rface, a formula appears to be nothing more 

than a mathematical relationship which states that 
under certain conditions (e.g., a* level of enrollmenffan 
institution will receive X dollars from the state. In fact, 

_ . , , a formula is a combination of technical judgments and 
political agreements.' Because the formula is a set of 
guidelines for the distribution of scarce resources 
among competing institutions, there is a considerable 
amount 'of self-interest reflected in its establishment 
and use. [J975, P'2] "? 

In other words, Meisirjger argue* that the "mathematical 
relationship" central to the formula process is arrived at not 
by analysis of objective data or tecnnical judgments alone 
but by analysis that is leavened by liberal amounts of nego- .„ 
liatidn and political ag r eeme nt: foo on e w ho ha s obs erv ed the . 
formula process in action could quarrel with t>e manner in- 
which Meisinger has broadened its traditional definition. 

With respect tQ their structure,- formulas have two basic 
forms. The first calculates allocations by multiplying* some 
workload measure (such as the, square feet ,of space to be 
maintained or the number of student credit hours) by a rate • 

A 
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that may be either normative* (negotiated or traditionally 
accepted) or anaiyticaUy derived (a technical judgment based 
on cost studies), tins method can directly* translate base 
factors into dollars, as in the case of student credit hours: 



It can also introduce an intermediate step whereby work- 
load measures are converted into resource needs {such as the 
number of faculty), to winch dollars are then attached: 



SCH FTEFAC 

It is important to recognize that chexssin^between these two 
alternatives is no mer* accounting decision;' it is a policy 
decision of considerable consequence. A second method for 
structuring a formula establishes a base for key functions, 
such as instruction, by employing one o| the approaches 
described above. It men funds other functions, such as 
administration or library services, as a percentage of that 
bawej?. j ,"' 1 

S - base + X% (base) for administration 
+' Y% (base) for library 

Here', too, the structure of the formula holds important 
policy implications. A 

It is instructive, to note that the factors that "drive" 
formulas are exactly the same ones that determine the size of 
. the increment in the incremental budgeting approach. These 
factors are typically the number of students served or the 
price of certain resources. When considered in this light, the 
differences between formula and incremental approaches 
become more procedural than substantive. Ttoe7?ormula 
approaches do make the algorithms for resource allocation 
quite explicit, white in the^ incremental approach, the pro- 
cedures remain both more implicit and more variable. This 
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difference in form/ however, should not obscure the fact that 
bofh approaches are very similar in substance. - 

Although nearly all approaches to budgeting are inher- 
ently bureaucratic in nature, the formula approach allows 
states fo regularize the decisionmaking' process. Indeed, 
formula funding represents an effort to streamline a process 
that occurs on an annual (or in a few cases biannual) basis 
and incorporates virtually the same factors from year to year. 
Allocations are determined through the application of care- 
fully prescribed policies, procedures, and decision criteria. 
Formula funding is, in short, a procedure for handling deci- 
sions so that they will not have to be treated anew each time 
they recur. It indicates what factors will be considered in 
calculating budget requests and how these factors will be 
incorporated into the formula. 

The high degree of bureaucratic procedure characteristic 
of formula funding serves to limit the role of pontics when 
-actually allocating resources, lb be sure, decisions surround- 
ing the original construction of formulas tend to be political 
in nature, sometimes in the extreme. And with good reason; 
decisions made while structuring formulas will affect the 
participants for many years to come. In this respect, reaching, • 
agreement on the structure of a formula is similar to negotia- 
tions surrounding a collective-bargaining agreement. Both 
processes are highly political. Once concluded, however, the 
agreement prescribes standard operating procedures for all 
parties. Upon implementation, the emphasis shifts from 
determining the procedures to Irving by. them. 

Formulas share many of the strengths and limitations of 
other bureaucratic procedures. They make explicit which 
factors will be considered in the decision process. As a result, 
focus is directed at procedural variables, although these may 
not be policy variables that reflect in any direct way state 
purposes or priorities. These factors are known equally well 
to all participants. In this respect, they improve communica- 
tion and enhance the efficiency of the resource-allocation 
process. In the words of Meismger, these clearly defined 
factors "establish the areas of discretion add the limits of 
debate" (1975, p. 7). Meisinger continues by noting how 
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formulas tend stability to and remove uncertainty from the 
dedsion process-formulas reduce the complexity of budget- 
ary standards, provide an agreed-upon, framework for dis- . 
cussion, establish limits for additions to or deletions from the 
budget base, and provide an objective basis for determining 
institutional "fair shares" (p. 9ff). In other words, formulas . 
carry with them the aura, if hot the reality) of equitable 
treatment. Because budget requests for all institutions are 
calculated according to the same procedures, the process 
itself seems evenhanded. The hidden" assumption, of course, 
is that the values and policies implicit in the process are 
themselves equitable. v ; S ". r * 

As with many bureaucratic procedures, strengths can » 
also be perceived as limitations. While formulas are designed 
to be equitable, they can also level institutional quality. 
Almcxugh they do limit the role of politics in resource alloca- 
tion, they perpetuate old value judgments weU past the 
time when new ones are. cafled for. The very stability that 
formulas create may in time-harden into rigidity. ^ 

Because formulas are bureaucratic procedures for carry- *J 
ing out decisions that were made at the time the formulas 
were constructed, it is crucial to ask whether those decisions 
reflect current reahhes In* short, we must recognise that for- 
mula funding has historical roots. Many if not most formulas - 
date from the 1950s and 1960s, They were devised to enable 
the state and its institutions to cope with the flood of new 
students, a very reasonable objective given the conditions 
prevalent at that time. When these formulas were originally 
constructed, two state purposes were uppermost in the-% 
minds of state administrators: {1) institutions should be If 
funded adequately and be given sufficient resources to 1 
accomplish their increasing work loads, and (2) institutions 
, shoul<| be funded equitably, with different institutions 'being 
given equal support tor similar activities. Both purpo ses 
reflect an underlying presumption of growth. f 

Although conditions have changed considerably over 
the past 20 years, the basic structure of formulas has not. 
The fixed procedures characteristic of formulas and other 
bureaucratic mechanisms are designed to function in a stable 
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environment. They have legitimacy only so long as the deci- 
sion criteria imbedded in them remain valid When condi- 
tions, or desirable responses to those conditions, change to a 

_ significant degree, then the procedures must be restructured' 
accordingly. In most states, however, formulas have been 
only^modified marginally over time. Coefficients have been 
cban^d, detail has been added, and other changes have 
been made that do not alter the basic structure of formulas 
and, by extension, do not challenge the underlying assump- 
tions and decision criteria incorporate!} In those formulas. 
These modifications have had the effect of elaborating, not 

. redirecting, the resource-allocation process. 

As a result, some formulas originally designed to respond 
to increased student enrollments now provide incentives to 
create those enrollments. New students are sought not 
because they are mere, but to^nsure the flow of dollars into 
the institution. Many educational systems are now operating 
as if the primary objective from the state's perspective were 
the expansion of access for individuals of all kinds'. This in 
turn creates incentives for institutions to: 

1. Recruit ant! admit students who. previously would 
not have been admitted (thereby lowering admissions 
standards) * ' 

2. Approve credit for courses that were previously non- 
credit courses (thereby lowering academic standards) 

- 3. Retain students once they are admitted (an admirable 
objective when not accomplished through grade infla- 
tion and reduced academic standards) 
4. Proliferate' programs in an effort to respond to the 
interests of more potential students 



Increased public access to hkher education is not itself 
bad. In many states, however, it Has become an objective by 
default, not design* Ideally, form should follow strategy; 
that is, budgetary formulas should reflect state priorities and' 
objectives for higher education. In some states, however, 
changing environmental conditions have created circum- 
stances in which strategy is now heavily influenced, if not 
determined, by the formulas employed. 
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The presumption of continued growth under which 
formulas were originally designed has proven to be wrong. 

'Recognizing this has been painful for institutions and state 
governments alike. The often devastating, effect of this 
presumption can be best illustrated by considering tlje dif- 
ference between Average ami m argi nal costs. Most formulas 
reflect the average cost per student, which is calculated by 
dividing total costs' tar the total number -of students. The. 

assumption is that additional students will each cost the 
institution an additional "average" amount to educate. 
Marginal costs, on the other hand, reflect the "extra" costs 
associated with adding an "extra" student. By reflecting that 
portion of costs that varies by the number of students, the 
marginal cost more closely represents the actual fi n a n ci al 

t experience of educational institutions. 

* * Typical cost curves for both approaches are depicted in 
figure 6. Because institutions do experience some economies 
of scale, marginal costs tend to be lower than average costs 
over at least the lower end of the enrollment range. Under a 
typical formula arrangement, an institution will receive x 
number of dollars for each additional student The lower 
marginal costs incurred by the institution result in financial 
slack under conditions of growth. This slack has historically 
allowed institutions to achieve additional state purposes, 
such as higher quality and program diversity within the 
limits of the resources made avauable-to them. 

„ The passage of time, however, has left us with merely the' 
tangible. Formulas are transmitted as written hieroglyphics, 
but the passing years have eroded our understanding of 
the conditions that prevailed and the purposes, that were 
pursued when those formulas were designed. Presumptions 
of growth led institutions to expect the financial stock they 
enjoyed due to the difference between average and marginal ■ 
costs. However, under conditions of decline, this slack 
becomes a shortfall.' 'When the state subtracts x number of 
dollars for each student that the institution no longer enrolls, 
the school may enjoy only margin^ savings, and hence a net 
financial loss. Recent conditions of decline have proved 
difficult for colleges and universities precisely because the 
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FIGURE 6 
Average versus Marginal Costs 
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Enrollments 

S - Slack under conditions of growth | 
Shortfall under conditions of decline 

budgetary mechanisms in place operate under entirely dif- 
ferent presumptions. This recent experience is encouraging 
some states to radically reconsider, not merely modify, then- 
approaches to formula funding. . 

As should, be evident from our discussion of formula 
funding, this approach to the multipurpose component of 
the budget does very httfe to link state plans and priorities 
with real actions and initiatives. Indeed, it may create in- 
centives that are contrary to state objectives. Likewise, it 

* does not provide adequate frameworks for accountability.'' 
Relatively . little data that measure performance or the 
achievement of state purposes are incorporated directly 
into formula calculations, Indeed, the^bask performance 
measure titilizejdby formula funding— the number offullr 
time equivalent (PTE) students served— is only an imperfect 
proxy measure of whether thestate institution is meeting the 

.traditional objective of improved access. Instead, FTE cal- 
culations compensate the institution for effort of work load 



rather than the total number of state citizens served. While 
there are legitimate reasons for considering instructional 
service instead erf access, they are nevertheless very different 
objectives. 

This emphasis on work loads rather than outcomes is 
jAao evident in the way that efficiency objectives are factored 
directly into formula calculations. Because cost factors are 
necessary components of formulas, efficiency in the narrow 
technical sense is achieved by holding these factors to a 
lower level. However, the efficiency achieved is often 
bought at the expense of reduced effectiveness. 

The ^ manner in which formula funding tends to approach 
accountability' has implications regarding governance 
arrangements. Most multipurpose formulas become more 
specific over time. Modifications in the formula structure 
attempMo replicate the actual expenditure pp&rns of insti- 
tutions. As a* result, many formulas move away from the 
simple* base variable of FtE students and incorporate new 
distinctions by course level, and then by major. likewise, 
there is a tendency to break' down the coefficients in the 
formula to reflect different factors of production (different 
line items) and the varying rates at which prices change for 
these factors. In the end, this transforms these calculations 
1 into a spending plan to which the institution is hekjaccount- 
able. This greater specificity can result in governance rela- 
tionships that are more state dominated. While various 
approaches to ^resource allocation do not themselves deter- 
mine governance arrangements, it is instructive to note that 
systems that approach the state-agency- model are those 
likely to employ detailed formulas. - - ' 

As designed in the 1950s and 1960s, formulas were struc- 
tured to achieve the goals-held out for them: the provision of 
resources adequate to meet institutional needs on an equitable 
basis. In this respect, fo rmulas were able to respond 
adequately to a particular situation. They have not, however, 
been able to respond adequately to change. The twin effects 
. of demographic shifts, and economic stagnation have forced 
many states to 'reconsider the concepts,' pruwiples, and- 
objectives at work in their budgetary systems. 



Comparing Multipurpose Approaches 

like so many first impressions, the formal distinctions 
between incremental and formula funding are in many 
respects deceptive. Because they can be easily distinguished, 
ihe two approaches are often treated as alternatives having 
little or no common ground. Although conventional, this 
view perpetuates a distinction without substantive differ- 
ence. Both approaches, in fact, have much in-common. Aside 
from the necessary requirement that thft^ both provide the 
framework necessary for calculating budget requests, mere 
mental and formula approaches are similar in four other 
respects. 

1. The factors used in determining the size of the incre- 
ment are the same as those that directly or indirectly 
influence most formulas. These factors include the 
number of students, the price t>f resources, and effi- 
ciency ratios (the relationship between the levels of 
activity or service provided and the resources utilized). 
As a consequence, the same institutional incentives 
obtain in either case: enroll more students, demonstrate 
that resource prices are higher (in the case of utilities) 
or too low (in the case of faculty salaries), arid argue 
that efficiency impinges on quality or other ^desirable 
purposes. * / j / 

1 Z. Both approaches can accommodate very t different 
levels of detail. They can function at a very aggregate 
level, where, for example, an increment is calculated 
' as a flat percentage of the base pr where a formula \d 
based on dollars per FTE student. However, both can be 
constructed so that they require an inordinately 
gregate level of detail. 

3. Regardless of how the calculations come out, neither 
approach can force the state to allocate resources 
it doesn't have. The two budgetary approaches merely 
require the state to implement reductions in different 
ways. In the case of the incremental approach, the state 
makes the increment smaller or imposes actual reduc- 
tions. With formula apprdiches, the; state' b 



k resorts to funding institutions at a percentage of the 
* formula. . . 

4. Neither approach to multipurpose funding represents 
.a particularly good framework for accountability. 
Although designed to provide institutions with the , 
core funding neceaiuT to achieve multiple purposes, 
neither budgetary approach is able to monitor whether 
~ these purposes we adequately achieved. Whatever 
attention is accorfc to accountability becomes focused 
on access and efficiency, often to the exclusion or detri- 
ment of other purposes. 

This is not to say x that incremental and formula dp- 
proachesdo not differ, but to suggest that their dUfferenc^s lie 
I in areas not often recognized. The truly^ important distinc- 
tions become apparenwhen we consider not how budgetary 
... " calculations are made but how each approach functions in 
i v an organizational and politicalxx>ntext. 

The formula approach makes ground rules explicit. It 
also removes uncertainty by allowing both-state and institu- 
tional administrators to deteiinine what-the budget might be 
liktTgrven certain future conditions. In this sense, formulas 
serve as a "contract" between state government and post- 
secbnd^ institution 

to state institutions themselves.. Formulas serve to stabilize 
the distribution of resources among individual campuses. 
Any change in proportional distribution must derive from 
changes in readily understood variables rather than from the 
lobbying power of favored institutions. This has the effect of 
confming'politics* to the design stage. As long as the formula- 
stays intact? calculations remain a technical exercise. 
Although viewed positively by miny administrators, limit- 
ing politics can also remove regukr consideration of state 
priorities from the budget process. 

Incremental budgeting , has its own way of reducing 
uncertainty. In all but the most dire circumstances, the base 
level oT^ndk^is not threatened. Uncertainty is confined to 
the steeof theincrement and the rationale for it. Once imple- 
mented, formulas become rigid structures; adding a new 
variable requires, in -effect, a renegotiation of -the entire 
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contract, in this regard, incremental budgeting is much more 
flexible. A wide variety of state purposes can be reflected in 
the rationale for the larger increment. This makes the incre- • 
mental approach more susceptible .to politics but also more ' 



Although states allocate the vast majority of their 
support for higher education through the multipurpose com-, 
ponent of the budget, a significant portion erf state funding is 
determined apart from the core or outside the formula. The 
special-purpose component enables states to pursue specific 

• objectives and meet high-priority needs. That these two 
components have , very different rofes is, however; rarely 
clear in the minds of most administrators. Instead of support- 
ing important yet limited objectives^ the special-purpose 
component often servtes as a convenient way of sidestepping 
.✓budgetary restrictions. Good rationales can be presented by 

Mhe .state and institutions alike for, either increasing or 
. decreasing the rolec* special funding.- However, its judicious 
and appropriate use requires that all parties understand What 
special-purpose approaches are available and reoognize their 
strengths and weaknesses. We will consider three such 

. approaches. " I ( 

■ , . . \ ..' ... 

Base-Plus-Increment ^Approaches ' 

Widely used in support of multipurpose functions, the . 
4 Base-plus- increment approach can also be used in a single- 
purpose context. The incremental approach is particularly 
suitable when an activity is ongoing and when separate 

. 9 funding for that activity serves to differentiate the mission of 
the institution performing that function. Such allocations 

. typically support a single unit or program within one-institu- 
tion. "For example, it is likely that one particular university 
campus manages and operates the state's educational televi- 
sion system on behalf of the entire state system, the teaching 
hospital at the'medical campus obviously has special needs 
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that cannot be met by aysterawide funding. Moreover, 
public-service activities must be tailored to specific needs of 
the community surrounding's; particular institution. 

Because the incremental approach to resource allocation 
can be used in both multipurpose and special-purpose con- 
texts, the decision to treat fimding for*certain activities Or 
programs as separate items is in essence an accountability 
decision rather than a resource-allocation decision. Separate 
treatment allows the state specific oversight on bom aBnan- 
cial and program basis; Obviously, it easy to cafW this 
arrangement to an extreme, treating all institutional pro- 
grams as single-purpose rather than multipurpose activities 
would indeed create not only a line-item budget but also 
a governance arrangement very close to the state-agency 
model. Used selectively, ' however, the base-plus-increment 
•approach is a reasonable one. 

The flexibility of the incremental approach makes it a 
particularly attractive optionJor special-purpose funding. 
However, this flexibility does exact a price. Because decision 
criteria are not specified, annual chaajss in the budget for 
' certain programs rernain-uncertain. Isolating the funding of 
certain programs or activities can also reduce jointrsupply 
conditions. This in turn can ultimately translate into higher 
• .operating costs for the institution. As in all applications of 
the incremental approach, accountability me chanisms must 
be created separately from o* added .tt* the budget process. 
Failure to do so inevitably reduces awnmtabBhy to merely- 
financial terms and restricts the attention that can be 
directed to performance considerations. 

H . f . , , 

Categorical or Competitive Approaches 

A second way to allocate fundsfor special purposes is the 
competitive or categorical grant approach. The state specifies 
the purposes it wishes to accomplish and provides guidelines 
for those applying for the special-purpose funds. Applica- 
tions are rated by a review panel, usually against a set of 
, preestabnshed criteria. Ttiewmnmgpi^pc^araninc^iin 

rank order down to the point where the money runs out. 

i *, . 
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This approach to special-purpose funding hatf several 
advantages. The state is able to be quite specific about which 
purposes and objectives it wishes to pursue. In turn, pro- 
gram directors at institutions are clearly aware of the goals 
that they must meet. Moreover, this approach provides a 
clear separation between ongoing multipurpose funding and 
short-term special-purpose funding) Recipients of these 
.grants are not likely to mistake categorical funds as an 
integral part of their operating budget. 

If it is well designed, the categorWl approach also 
provides a straightforward arid effective framework for 
accountability. Although accountability data per se are not 
an inherent part of this allocation process, bo\h the statement 
of purpose (or the categorical program aridVhe evaluation 
criteria used to select winning proposals establish clear 
expectations and goals. In essence, this fraWwbrk" for 
accountability derives directly from the design of th<i alloca- 
tion process/The project is expected to accomplish what was 
promised in the propSeaL In many instances, actual account- 
ability data (post facto reporting on the accomplishments of 
the project) are raquired as a condition of the aT 
However, such data do hot usually enter directly into the 
allocation process. 

Formula Approaches 

m Formula funding can play a significant role in the 
special-purpose as, well as the multipurpose component of- 
the budget. In many respects, formulas are ideally suited to 
promote specific and important objectives. They can provide 
positive incentives for achieving these priorities andf*can 
offer accountability as an integral component. For example, 
if the state places high priority on increasing trained man* 
power in specific occupational fields, it may turn to capita- 
tion formulas that allocate funds on the basis of the number 
of degrees granted in those areas. Not only are institutions 
rewarded for respondingjo state priorities, accountability 
data (in this case, the number of degrees granted) are a 
necessary and integral factor in calculating the allocation. 
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Such arrangements fit the ideal criteria c* speda>p*irpose 
funding: they are designed to allocate resources in a way that 
directly reflects specific, state priorities and that includes 
appropriate mechanisms for accountability. 

Although_states have made little use of capitation grants 
to promote education and training in certain occupational 
fields, they have employed the method to compensate 
private colleges for their educational efforts. New York 
state's Bundy Aid Program is a prominent example of this 
arrangement. This program is designed more as a support 
mechanism for private inatiwtions than as a program 
specifically intended to develop trained workers or an 
educated citizenry. Nevertheless, implanenting the Bundy 
formula translates this objective Into an incentive system for 
institutions to graduate students.. In this case, the account- ? 
ability mechanism is again an integral part of the allocation. 

While formulas seem particularly well suited to many 
single-purpose applications, it is surprising how few , 
examples, can be found. That these applica^ohs go un** 
corded is a plausible but unlikely explanation. Even sfalfes 
that use formulas for their multipurpose component often 
turn to base-plus-increment approaches for specific pro- 
grams and activities. This situation reflects an outlook also 
common in multrpurpose funding. States have adequacy*as 
their primary objective, they wish to provide sufficient 
funds" that will allow institutions to carry on certain 
programs or %perate certain facilities. This emphasis on 
means and the consequent disregard for ends or objectives 
r become particularly counterfroductive in*special-purpose 
funding, where outcomes are the self-evident; reason for 
allocations. • 



Assessing Strengths ancLWeaknesses 



As should be evident from our discussion, there is no 
necessarily right way to allocate state funds to institutions of 
higher education. Different approaches have different 
characteristics. If one is to assess adequately theft strengths 
and weaknesses, one must evaluate approaches with respect 
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to sound budgeting principles and the organizational and 
political context in which state funding operates. The follow- 
ing summarizes the various approaches we have discussedin 
Hght of the' concepts and principles developed in the 
previous chapter: * - 

Multipurpose Component 
Incremental approaches . 

• Allow* flexibpytin deternuning the rationale for 
.'increments ; *. v . ' V 

^• Maintain integrity of the base , 

• Do not include accountability factors as an integral 
component ; - \ • 

• Retain, some uncertainty from year to year 
2; Formula approaches . . . • 

• Make decision factors explicit 

• Reduce uncertainty^* 

• Inhibit flexibility, not easily adapted*, to new 
- circumstances "> 

• Include few accountability Ifectons as integral 
components;, {end to^kew focus of accountability . 

B. The Single-Purpose Component t * 

1. Incremental approaches^ 

• Provide appropriate funding mechanisms for 
..> '.' ongoing single-purpose activities 

• Allow flexibility" 

• Do not specify decision criteria; yearly budgetary 
chances remain uncertain 

• Do'rrot make accountability factors explicit; create 
a'teridency fo focus on financial rather than perfor- 

l finance aspects of accountability , * 

2. 'Categorical or competitive approaches 

• M^e^bjecuves' to be pursued explicit * 

r • Provide an inherent rrame*v 1 prk for accountability, 
although performance data are not incorporated 
K.V into'allocation process "'..>• 
.> Involve considerable judgment in selecting 
\x. ; ' 'winners' ' ; require careful attention to maintain- 

• • ing the integrity of the system 
J * ' ■ " vv-,."" . 
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. ^-Provide a particularly useful approach for one- . 

time or sbort-terin, objectifies v 
3. Formuk approaches * ' 

. • Allow objectives to fee made aft explicit part ofthe 
formula' • J \ : * .'■ 1 1 s 
« Incorporate accountability factors (performance 
. data) as an integral part of the formula 
V Make decision .criteria e<pHcit and rigid 
• Reduce flexibility 

N The approaches *we have discussed %this chapter are 
customary solutions to state-level financing of higher educa- 
bpn. However; the economic and demographic realities of 
the 1980s have forced bom states and institutions to recog-< 
nize that a new generation of solutions Is needed or, at the 
very least greater wisdom in applying or modifying, these 
customary approaches. In the nfejct chapter we consider 
some of these new responses. 
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Budgeting in the" 1980s: 
Responding tfr New Realities 



The passing of one generation has brought' new concerns, 
to higher education white simultaneously challenging 
accepted responses. The 1980s are clearly unlike the 1960s. 
Two decades ago the Issue was accommodating the flood of 
new students; now the concern is recruiting enoogh students 
to maintain the funding base.'Then the Issue was building 
.enough new buttings to provide classroom space for the 
flood of students; now the problem is finding the capital 
funds necessary to renovate and repair alt of those buildings. 
A generation ago universities scurried about to educate and 
. recruit enough flew faculty to teach the-burgeoning student 
body in those new classrooms; today's challenge is to main- 
taijfthe professional currency and vitality of facility enticed 
inrothe academy during the boom years. Economic condi- 
tions have likewise changed, in some states dramatically. 
THs exacerbates, the difficulties that colleges and univer- 
sities are having in adjusting to these new conditions. 

For budgeting to remain effective, ft must recognize and 
accommodate these changes. Looking back over the years, 
some of us might question the wisdom of our elders. 
However, as Robert Frost reminds us, "Most of the change 
we think we see in life / Is due to truths being in and out of * 
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favor." Higher education responded appropriately 'to the* 
challenged it faced two decades ago. Those "truths" have not 
been proven wrong; the passage of time, however, has 
rendered them inappropriate tor today. Our error-lies ir% not. 
adapting to change. Several basic assumptions underlying ' 
customary approached to resource allocation are' no longer 
valid in our new circumstances.' Some, states ere only now 
challenging those assumptions; others nave discarded them 
as tfiey search for tenable alternatives. 
» Perhaps the most important of the traditional assump- ' 
tions was that state revenues "would steadily increase. Thus, 
successive generations of both administrators and legislators 
expected that higher 'education would continue to get its 
share jof an ever-larger pie. Three corollaries follow from this 
assumption. Each in its own way has contributed tpa legacy, 
of higher-education financing that now finds, in the 1980s, ; 
many unwilling heirs. ; - J" » 

The first of these corollaries is that last year's allocation 
is the absolute- minimum to be expected- from ,the state this 
year. In other words, once established,. the base allocation 
becomes inviolable. This has been true whether the base was 
calculated by an incremental qr formula- approach. When the 
number of students k has decreased to the point thai the 
formula has generated fewer dollars than in the previous 
year, institutions have generally found ways to avoid actual 
reductions in state appropriations. Recent research indicates 
that states place priority on maintaining funding floors under 
institutions that are losing students in preference t6 increas- 
ing funding levels to those that continue to grow (Folger 
1982). 

The second corollary is that even if an institution is not 
experiencing growth, it can •expect increases in appropria- 
. tions to offset the.effects of inflation. Under* the incremental 
approach, adrninistrators could always argue for an increase 
due to the higher cost of goods and services. Under the 
formula approach, they could likewise argue that coeffi- 
cients had to be adjusted upward to reflect the consequences 
of inflation. 

The third corollary contributing to current resourcer 
allocation practices concerns enrollments. If more students 
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enrolled at an institution, the state was expected to provide 
additional funds to subsidize their education. A variety of 
elaborate procedures have been devised to determine the 
size of this subsidy. These procedures have in common one 
« basic feature: they are based on the economic concept of 
average costs. In other words, the subsidy for each additional 
student equals the average cost of educating similar students 
with commonalities such as major, level, and degree of full- 
time equivalency. Again, this assumption has prevailed 
regardless of budgetary approach. Jn incremental funding, 
more students have traditionally mamt a larger increment. 
i In formula funding, the most important dependentvariable 
iri the equation (the number of students) was increased, 
/hereby increasing the independent variables {the dollars 
i requested). f 

A generation ago, higher education, was a growth In- 
dustry. Managing growth is not only easier and safer than 
, managing decline, it'is also something most higher-education 
. administrators learned how to do through years of expe- 
rience. If a mistake in judgment or an error in resource 
allocation was made, it could be rectified the next year using 
additional' funds. Moreover, in periods of growth, the 
average cost of admitting an additional student is greater 
than the marginal cost. Since institutions Were receiving 
funds at an average-cost rate and expending them at a 
marginal-cost rate, they acquired a pool of discretionary 
resources. Schools could tap those funds to maintain quality 
and accommodate growth simultaneously. Expenditures 
on new programs, new equipment, and more competitive 
faculty salaries were not seen as mutually exclusive options. * 

'' These assumptions are far more than a contagion that in- 
fected the resource-allocation process, or vague notions that 
informed its context. They have been woven into the very 
fabric of the funding process. The Incremental approach 
utilizes, as a fundamental tenet, the "base-as-floor" assump- 
tion, on which rest all rationales for larger increments. 
Formulas-go even further. Their structure is such that these 
assummionsWe built into the calculation algorithms them- 
selves. In short, higher education is faced with the legacy 
of a grovVth mentality. Through experience and habit, this 
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mentality has been instilled in educators, administrators, 
and legislators alike. In turn, it has been embodied ia the 
procedures and mechanisms they utilize to determine levels 
of. support for state colleges and universities. 

Fundamental changes have come to me budgetary tradi- 
tion upheld by these assumptions. Higher-education institu- 
tions and state governments are both still struggling to make 
fiscal sense of their new situation. Changing enrollment 
patterns are* among the most important of the new realities 
facing higher education. A new generation of students has 
entered the academy. Their numbers have declined, their 
demands have "shifted, and their characteristics have i 
changed. Most readers know these tacts sufficiently well 
that the entire litany need not be repeated. The point most 
' important for us to recall is that grov#m "to student emraU- ^ 

^ ments has ceased at many institutions and is exhibiting 
actual, even substantial, decline in some. In those cases 
where the actual number of students served has not de- 
clined, a greater proportion are attending part-time rather 
than full-time. In short, the engme that has driven much of { 
the resource-aUocatton* process for more than 20 years has 
slipped into neutral and, on occasion, even into reverse. 
The effect of declining enrollments on state allocations 
. has been both substantial and widespread. In many in- 
stances, decline in enrollments has exceeded the rate at 
which formula coefficients (such as allocations per student) 
have increased. This has resulted in a net decrease in the 
level of funds generated through the formula. In the case of 
incremental approaches, the most palatable argument 
administrators could offer for a larger increment has disap- 
peared. From a managerial perspective, the absence of 
* growth harbors a further problem: the elimination of discre- 
tionary resources generated by the difference between 
average and marginal costs. The economic margin of safety is 
being shaved finer and finer. For most states and educational 
institutions, the change is. not a short-term aberration. With 
/ declining enrollments being the new, relatively long-term 
norm, rising out the storm. is no longer a viable optfcm. 

A second majorv perturbation affecting the resource- 
allocation process has been inflation. K has sapped the 
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. . s purchasing power of {institutions faster than transfusions of 
funds from the state treasury could replenish it. Not only 
have prices increased rapidly, some of the largest increases 
have occurred in such peripheral areas as utility costs. As 
a result faculty salaries have not kept pace. This has en- 
dangered the most important, of higher education's critical 
resources. Many of the gains made in this area fas the early 
1970s have been lost. Neither formula factors tier inflation 
allowances in incremental budgets has been sufficiently 
large to allow institutions to maintain, let alone enhance, 
faculty quality and, hi turn, educational effectiveness. 

Experience in recent years suggests, however, that ram- 
pant inflation is not necessarily permanent. Its destructive 
force has been blunted, at least temporarily. Nevertheless, 
the timing of this major inflationary binge exacerbated 
, enrollmerit-related problems. If nothing else, our recent 
experience with long-term inflation and the inability of states 
' to compensate for it dispelled any notion that inflation was 
potentially a good thing. In the short run it served as a con- 
venient excuse to boost formula coefficients and expand the 
base. Nevertheless, increases in revenue cluid not keep • 
abreast with expenditures, In time it became clear that infla- 
tion made everyone a loser. 

The third find perhaps most severe shock to the budget- 
ary system has come as a result of general economic decline 
in many states. The capacity of states to fund programs and 
provide services at customary levels has been severely cur- 
tailed. State revenues have not expanded at a pace equivalent 
to the rate of inflation. Consequently, the purchasing power 
of states, like that of institutions, has diminished. This has 
worked a particular hardship on higher education. Unlike 
mother major recipients of state funds, state colleges and 
universities are not protected by statutes that prescribe 
location levels. For example, primary and seconda r y 
sphools in many states have aid formulas embodied in 
statute, lb change the funding- rate (the allocation per 
. student), the law must be changed. Amending legislation of 
this kind is always harder than changing a line in a major 
appropriations bill, the only place where higher-education 
funding is typically specified. In truth, higher-education is 
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often the major clement of the^scretionary or controllable 
portion of a state's budget. Bemuse so many other com- 
ponents are not controllable, such as pension ^jayments, 
welfare, and elementary and secondary schools, an inordi- 
nate burden falls* on higher education during hard times. 

With many states experiencing revenue" constraints, 
insutu%ns have found growth to have become aaubstaimal 
burden. A generation ago, incentives were provided to in- ^ 
crease enrollments and thereby increase revenues. Such a 
strategy* however, can now easily work to an institution s 
disadvantage. Quite simplyf4(a state does not have the 
dollars, it cannot distribute thenVThe argument that more 
students require a larger subsidy carries little weight in the 
face of these obvious constraints. Under such circum- 
stances, growth not only results in no additional funding, it 
spreads previous allocations over a larger number of 

students. • 

If these shortfalls are not compensated for, inadequate 
faculty salaries, larger classes, reduced library acquisitioris, 
and poorly maintained equipment and facilities are among 
the > many ' ' efficiencies' 'forced upon state institujjorfsTln 
turn, these measures are translatedSinto dinnmsHed values 
for formula coefficients or into depressed base levels from 
which increments are determined. limited revenue is often 
judged to be a short-term problem- However, m the manner 
we have just described, these constraints can become em- 
bedded in various mechanisms and procedures for resource 
allocation. The consequences can be both long-term and 
. widespread. 

Faced with these new realities, institutions and state 
governments alike have found little remedy in habitual or 
customary responses; The clear and pressing heed foishmo- 
vative approaches to resource allocation has prompted rome 
states to undertake creative initiatives. Some of these 
measures apply to the multipurpose component of the 
budget; others aresdirected at special purposes. Some leave 
state purposes intact but change the procedures or algo- 
rithms for determining allocations. For example, some states 
are considering a shift from average to martfnal cost as a 
basis "for calculating the core budget. Other approaches 
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reflect a change in purpose that may lead, for example, to the 
addition or deletion of special-purpose components. Still 
other approaches may shift the balance between general- 
purpose and special-purpose components! As will become 
evident, these efforts succeed where they adhere to sound 
budgetary practice, reflect close Unto between planning and 
accountability,, and embody clearly articulated - state 
purposes. 

• The Multipurpose Component 

Initial Reactions to Change 

When state appropriations to higher education must be 
severely curtailed, government and institutional adminis- 
trators focus their immediate attention on the multipurpose 
component. The size of this component is the most obvious 
but perhaps not the most important reason. More to the point 
is that programs and activities funded through special 4 
purpose allocations usually have clearly defined and 
politically active constituencies. For this reason, single- 
purpose components are difficult to ^attack. On the other 
hand, the constituencies for the multipurpose component 
are more diverse. The focus of their injMest is diffuse, and 
they tend not to become politically mMnzed. 

This downward pressure on the funding base can quickly 
be carried to an .extreme. Institutions may find it impossible 
to achieve simultaneously the many^state priorities they are 
expected to meet or have historically met. Schools can 
accommodate funding restrictions to some degree by im- 
proving institutional productivity or efficiency. This 
depends, however, on the degree of organizational slack 
present at the outset. Once this available slack has been 
wrung out of the system, however, all concerned must 
realize that certain objectives and priorities cannot be accom- 
plished with the resources available. In the absence of 
increased funding, levels of expec^afloiTmay have to be re- 
duced in a variety of areas. For example, certain manpower 
requirements or priorities may have to be scaled down. 
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Enrollment limits may be necessary pn certain programs, 
such as engineering, to keep demand fer the program within 
the bounds of an institution's ability to service that demand. 

A state may even conclude that its objectives of institu- 
tional viability, quaHty, and access are no longer congruent. 
If go, there remain alternatives. When faced with this reality, 
Tennessee cdnsciously decided to spread its^available 
resources among fewer students, ft resolved to forego the 
objectives of student access and choice to rhaintain the 
viability and quality of its programs and institutions. Few 
states, however, take this particular course! They generally 
prefer to mflii"M" the'access objective and not expend 
resources on* improving, renewing, and sustaining institu- 
tional resources. 

When changes to.the multipurpose allocation become 
necessary, the first reaction, then, js typically to adjust 
whatever approach is being used in order to mate the an»v^ 
come out right. Bather than implement fundamental changes, 
states generally make minor alterations^ current budgetary 
practice. Across-the-board red^tkms/may be instituted. If 
formulas are employed, institutions are funded at some 
percentage of the formula. | V • 

If the relationship between the state and its educational 
institutions reflects the state-agency mddel, reductions may 
be instituted at a more operational level. These can include 
hiring and salary freezes, limitations, on the use of con- 
sultants, restrictions on out-of-state travel, and deferred 
maintenance ©Nhe physical plant. Other reductions can 
, significantly affect an institution's educational effectiveness. 
'Faculty salaries may not be increased at a pace sufficient to 
keep them competitive. likewise, staffing patterns can fall 
into disarray, with vacated positions terminated and needed 
additions to faculty postponed or foregone completely. 
Expenditures on books and periodicals are often reduced 
disproportionately. 

Unfortunately, the decision to curtail investment in an 
institution's critical resources-is usually made by default. 
Because investing in the future does not elicit vocal constitu- 
ent support, institutions bow to more immediate pressures. 
When legislators and administrators lack the determination * 



to find alternative and creative approaches, reducing long* 
t£Sm investment in critical resources emerges as the path of 
least resistance. Its danger lies in its very convenience. 
Reductions that are the easiest to make are the ones that 
leave the institution least able to carry out its mission or to 
alter or sharpen its long-term goals. 

If changes in the environment are temporary^ any 
number of cost-cutting measures may oe appropriate . AftSr 
all, short-term aberrations in. enrollments ami revenues 
do occur. However, if there are fundamental, changes in 
key budgetary factors? then these "adjustments" should be 
viewed as stop-gap solutions, a means for coping while 
longer-term solutions are sought. Many states, however, 
misuse these convenient emergency measures [for extended 
periods of time. Washington and Oregon, for example* both 
reduced support for their institutions to the point where 
at .one tirne^ they were funded at about 70 percent* of the 
formula. This depressed level of funding reflects 1 a significant* 
shift in underlying conditions without an accompanying 
shift in state purposes and expectations or in budgetary 
philosophy and funding mechanisms. , J 

Sometimes compromises must be struck taat balance 
expectations and means. Although uninviting, one approach ' 
involves limiting demand for educational services. Among 
the alternatives suggested by William Pickens (forthcoming) 
are the following: 

1, Raising admissions requirements for public postsecon- 
dary institutions, thereby reducing the pool of eligible 
participants. 

„ 2. Ruling certain programs as ineligible for state subsidy, 
thereby excluding nondegree credit hours from the 
calculation base. This, in essence, declares an area of 
instruction to be no longer a state priority. 
3. Changing or reducing the mission and quality of state 
institutions. . 

Longer-term solutions may be more difficult to achieve, 
but are likely to be far more rewarding. Although often 
avoided, one obvious solution is to establish new relation- 
ships between institutional work loads and levels of funding. 
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The close Relationship between teaching loads and slate 
applanations has a long history. Whether a state uses 
" formula or incremental methods for determining multipur- 
pose funding, inci^ased teaching loads brought pn by larger 
enrollments have always been a major rationale for seeking 
and obtaining increased state support. As noted earlier, this 
r lends primacy to the access- objecfive. Moreover, this * 
- 'assumes that if access is landed, other objectives supported 
by multipurpose funding will be accomplished through 
activities that will result in joint supply. 
- • The direct Jink b^ 

$ been constructed around the |«onomic. concept of average 
* ;**s2»st.-In situations where enroU^ents and teaching loads con- 
tinued to grow/ this. average-cost relationship resulted in a 
budget request that went increasingly beyond the means of 
^tfie* state. In those cases where* enrollrheh^ stabilized or 
1 declined, the assumption* failed in a different way>:State 
fundimythat proceeded on the basis of the access'objective- 
proved insufficient with regard to o^obfecnves. In particu- 
• lar, mstitutional quatity a^evenyiainlity are not necessarily 
accomplished throughjoifit supply when inWucth^ fund* • .• 
ing stabilizes or declines. * .' ; _ 

% As a result of these difficulties, many states have been 
forced to reexamine fundamental premises. Several are 
taking steps to disengage, funding levels from strict linear 
- dependence on enrollments.^These approaches differ in the 
degree of change they propose, their conceptual framework, 
their level ofsophistication, and the degree to which they ex- 
plicitly recognize state priorities other .than student access. 

■-f • » 
Buffering and Decoupling 

k 

One option exercised by many states is to place con- 
straints on traditional approaches instead of ex ploring * 
alternatives that break significantly with the past. This has 
the effect of loosening, not dissolving, the tie between enroll- 
ment levels and allocations. Allen J1980) and others have 
labeled this approach as a "buffering" arrangement. It serves 
to insulate state allocations from the vagaries of enrollment 
shifts. In circumstances where enrollments are declining,*" 
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FIGURE 7 

State Allocations Linked to a Multiycar Average of Enrollments 



Enrollments 




0 

ERIC 



some states? sucfc as Minnesota and Kentucky, have used a 
multiyear average of enrollments to calculate funding levels. 
This builds a lag into the funding decline, thereby preventing 
allocations from dropping as fast as they would otherwise 
(see figure 7). Administrators are allowed time to adjust to 
the inevitable. In no way, however, does' this change the 
fundamental approach to funding. It does not provide a 
safety net for the institution nor does it broaden the array of 
state objectives considered in the funding process. 

Other states have . implemented a variation on this 
approach, whereby funding levels can decline only a pre- 
determined maximum per year. This policy holds even if 
declines in enrollment are precipitous and would have 
resulted in larger funding cuts under customary calculation 
procedures. Tennessee, for example, employs a corridor or 
threshold approach. As Paul Brinkman explains, "Any enroli- 
ment change that is no larger than plus or minus 2 percent 
elicits no change at all in funding; and 2 percent is subtracted 
from any larger change before the funding request is made 
(for example, a 6 percent change is triated as if it were only 

r 

81 



FIGURES 

Funding Ceilings During Periods erf Enrollment Growth 
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4 percent). In Florida, the amount that the funding level may 
change in any given year is restricted toa certain range irre- 
spective of what happens to enrollment" (1984, p. 30). We 

' should note that this approach has the effect of buying time 
but does not fundamentally change the concepts on which 
funding mechanisms are based. 

Under circumstances of enrollment growth, states may 
wish to impose ceilings and thereby limit their funding 
liability. For example, states that face constitutional or 
statutory* limits on their expenditures can 'determine that 
allocations to higher education may not exceed a certain 
limit, even if enrollments expand. This has the effect of con- 
trolling the portion that higher education receives from the 

\ state pie. (See figure 8.) ~ * . , 

Aware that enrollment declines were forecast fot the 
/ 1980s and 1990s, Minnesota implemented an "enrollment 
bulge policy" in 1977. Under this arrangement, the state 
funds its enroilmenttat the 1977 level and does not provide 
funding for enrollments thajt exceed that level. By nof 
funding growth, the state reasons that it will not be necessary 
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FIGURE 9 

Minnesota's Enrollment Bulge Policy . 
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k to niake such drastiomuts when decline occurs (see figure 9}: 
This approach, nowever, will not mitigate the. impact of 
decfine;should enrollments fail below 1^77 levels. Presum- 
ably, an alternative tactie woujd have toee invoked at that 
time.. Nevertheless, Minnesota's initiative' is significant. 
It is one of a handful oj states taking preventive steps and 
pursuing a proactive rather than fnereiy reactive financial . 
P®Hcy. * V 

Decoupling represents a somewhat different ^way of 
insulating funding levels from enrollment changes. While 
buffering serves to loosen^the tianjiSiate connection be- 
tween enrollments, and r^^g7*aecoupUng seeks to limit 
the amount of an institution^ allocation^ that is governed by 
enrollment. This is accomplished by altering the structure 
ot the formula or 1 other resource^allocatioo guidelines so 
that a relatively smaller p ro por tion of funding.ts driven by 
enroliment-reiated factors For example, library funding- can 
a* \» deterrhirted bxthe number of progmms%ipperted rather 
* ^^wmber of students served. likewise, maWe- 

nande'and oplratioiv of the -physical plant can Jbe related to 
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; campus size rather than student population. In other words; 
decoupling affords institutions the opportunity to support 
-centralized services in a way that is not directly affected by 
yearly enrollment fluctuations. However, such arrange- 
ments make formula guidelines more complex and* can push 
governance relationships toward the state-agency model, j - 

* Although they differ in particulars: buffering and 
decoupling are both designed to limit state expencfifures 
and control the effects of enrollment change. They ctolittle, 
if anything, to reflect state purposes other than balancing 
the budget. As a result, they are at best short-term devices. 
They represent rational ways of making adjustments to old 
approaches, not*fuft4smentally new" initiatives attuned to 
changing demographic and economic realities. 
• ■ . « 

Marginal Costing 

A secoari way of responding to the new realities facing 
hig&r-eduf$tion finance -leaves philosophic approaches In* 
tacubut employs a fundamentally different set of economic 
concepts. Funding remains tied to enrollment levels. As a 
philosophic or policy objective, access continues to dominate- 
all other priorities. As before, the state expects to accomplish 
its other purposes withnVthe funding levels established in 
support of access. However, the economic concept utilized in 
this approach « the marginal-cost method rather than the 
historically popular a verage-cosUmethod . According to the 
average-cost method, additional students will each cost the 
institution an additional "average" amount to educate. By 
utilizing marginal-cost concepts, the state or institution con- 
siders, the "extra" costs associated with adding an "extra" 
studenl (or the increment of cost savings associated with 
decreasing the student body by one). 
V Conventional wisdom holds that educational institutions 
do have some economies- of scale. As institutions grow, * 
the marginal cost tends to be less than the ayerage cost his-; 
Horically used to calculate resource allocations. Now that 
enrollments are in decline, many educators and adminis- 
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will find that the actual, marginal savings will be lower than 
the estimated savings calculated on the basis of average 
costs. Asfstates reduce funding at an average-cost rate,, these 
institutions may experience fmancial stress. *« 
- .? Based on a variety of simulations, Monical and Schoe- 
nWker (1980, p> 79) have found that: 

# , • 

1. Marginal-costing formulas are sensitive to. enrollment 
changes, but not as sensitive as linear funding formulas. 

2. Under all marginal simulations, fewer resources will be 
added and fewer reduced than with linear funding. As 

^enrollment increases, resources will be added at a 
marginal rate. As enrollment decreases, they will be 
i * withdrawn at a marginal rate. The net effect is to 
," flatten" the resource-requirement curve during a' 
period of enrollment fluctuation. ^ 

3. With respect to the base year, 'marginal funding will 
bfcng in more total'doJUars and lower dollars*per student 
in periods of enrollment growth, and fewer total dplkrs 
and higher dollars per student in periods of enrollment 

* decline. There can be an overall lowering of appropria- 
tions, evenfthough the appropriations per student will 
be undergoing a "real" increase over the base. 

» 

On a conceptual level, marginal costing is a sounder 
approach because it replicates more closely the actuafcpst 
behavior of .institutions. Practically speaking, marginal 
Costing has desirable characteristics given, economic and 
demographic conditions in many states. When enrollments 
increase, requirements for state funds go up less than they 
would otherwisey^vhen enrollments decrease, appropriations 
are decreased to" a lesser degree. It is this latter characteristic 
that is particularly attractive to educational administrators 
Unde%this arrangement, when enrollments decline, funding 
is less likely tc*decrease to a poinUhat threatens institutional 
quality or viability. ,As Richard Allen and Paul Brinkman 
point out: "Funding arjjjl pricing schemes based tin marginal- 
costing principles can directly address the weakness of 
techniques that are based' on .average* costs. By focusing 
directly oh the cost implications o£ changing enrollment 
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levels, marginal costing allows the state or federal govern- 
ment and the institution- to base their actions on estimates 
of actual coa**behavfor rather than on a static calculation 
of costs at a particular enrollment level that is no longer 
applicable" (1983, p. 4). 

• In spite of several attractive features, marginal-costing 
techniques have not been widely introduced into the 

• resource-allocation process. Only a few states have adopted 
this approach in any formal sense. Several problems, both 
technical and political, stand in the way of broader imple- 

> mentation, first, marginal costs are difficult to calculate 
(Allen and Rrinkman 1983). Of the various means available 
to calculate marginal costs, only the statistical method is 
really' feasible, This approach requires data from a large 
number of institutions and yields a cost curve for a set of 
institutions rather than for individual schools. Since- 
marginaTcosts for numerous individual institutions have not 
. been calculated, a body of conventional wisdom has yet to 

- emerge about reasonable arrcLrealistic mar gi nal costs f or dif- 
ferent kinds of institutions at different enrollment levels. 
Further complications exist because higher education lacks a 
known or standard set of production relationships. ' 

As an aside, we might note that research by Paul 
Brinkmfn ( 1981) and J. Michael Mullen (1981) indicates that 
marginal-cost curves for colleges and universities do not 
follow the UjsKhped curve predicted by theory. In particular, 
they have louncCthat marginal-cost curves are essentially flat 
over a wide enrollment range after decreasing as expected at 
the low end of student enrollments (see figure 10). The break 
point (A) has been found to vary by type of institution. Once 
; past, however, marginal and average cosjs appear essentially 
' the sf|pe over an enrollirfent range applicable to many institu- 
tions, As an explanation, r e sea rc he r s suggest that economies 
of scale are overcome at most institutions by diseconomies of 
complexity (G.W. McLaughlin, J. R. • Montgomery,. A.W. 
Smith, and L:W. Broomall 1980). 

There are also political: problems associated With 
marginal costing, the approach is not only complicated and 
subject to potential errors, it dlso'presents information in a 

♦ manner unfamiliar to many legislators antt administrators. 




FIGURE 10 

Marginal-Cost Curve Over a Wide Range erf Enrollments 
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Legislators In particular have bought the concept of average 
cost^se that perhaps has been oversold to them for many ' 
years. They are well aware 'that average costs rise more 
quickly than marginal costs when enrollments are increasing 
and that marginal costs decrease more slowly than average 
costs when enrollments are down. Henaerthey express skep- 
ticism, if not cynicism, about shifting to marginal costs at just 
the time it serves institutional interests. Moreover, past 
practice T hrfs led legislators to expect comparative average- 
cost-data for each institution. The methodological problems 
associated with calculating marginal costs make ^rtremely 
difficult to maintain tljis tradition and provided! llrative 
data for various, state institutions. At the very least, it will 
take time to establish a level of face validity for marginal 
costing corresponding to jhat stm enjoyed by average-cost 
approaches. 

. Marginal costing is a-relatively new approach to resource 
'allocation in higher education. Empirical data about the 
actual, behavior of rnargmai-cost curves in Individual institu- 
tions remains scarce. For these reasons,, the approach taken 
by Indiana in developing their allocation factors seems most 
'reasonable. Indiana remained faithful to the concept of 
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marginal costing, but determined which factors should be 
applied not through empirical analysis but through con- 
sensus and negotiation. In essence, they negotiated a new 
funding contract between institutions and the state. The 
factors utilized by Indiana in their ntorginatcosting approach 
^represented in the appendix to this volume. Only time will 
allow a practical assessment of the strengths and weaknesses 
of the Indiana experiment.' 

Fixed and Variable Costs t 

A third way of responding to changing economic and 
demographic conditions involves a new philosophic stance 
regarding both state objectives and the economic concepts 
used to determine allocation levels. This third approach no 
longer adheres to the assumption that if the access objective 
can be funded, other purposes can be accomplished through 
joint production. Rathe/ it explicitly builds one further 
objective into the allocation scheme: maintaining institu- 
tional quaJ^v-aod'tfiability. In other words, it recognizes the 
necessity of developing and maintaining a core institutional 
capacity to deliver services in accordance with the school's 
mission. The traditional objective of public access to higher 
education can be achieved jointly up to a certain, point. 
Beyond this point, however, the access^objective ha* to be 
funded in addition to allocations directed: toward institu- 
tional capacity. In short, this approach* establishes, as an 
equal if not predominant concern, the investment aspects of 

• state responsibility to public higher education. . t 

The economic concept underlying this approach is that 
of fixed and variable costs, figure 11 illustrates some of the 
important ideas associated with mis approach. The, plateaus 

* indicate the core costs* of operating the msti*utiol>',urider 
4 two different scales of operation or potentially, different 

institutional missions. The areas marked 'A' ' represent the 
additional costs necessary to maintain investment in the 
institution over and aboveWbat would have been calculated 
on a purely enrollment-driven basis. The usefulness of fixed 
and variable costs follows from several propositions. First, 
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FIGURE 11 



Fixed and Variable Costs . 
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there are certain institutional capacities that must be put in • 
place if one is to have an institution. Among these capacities 
ace a critical -mass of faculty, an administrative core, ana . 
a Certain minimum complement of academic and student 
support functions.. Second, this core component can differ 
depending on the mission, of the institution. A' broader 
institutional mission requires a larger core capacity. ' ' <' 
Once the core capacity (the fixed costftrf the institution 
is put in place, enrollments can expand to the point where 
the average fixe^Tcost per student equals- the average total 
cost per student. This point is marked ''X" in figure U. Once 
enrolments expand beyond ''X,"*eosts escalate at a rate 
dependent on enrollment levels. These can be calculated-pn 
the basis of either^average or marginal costs. 4 ' 

This approach requires thai the question of institutional 
viability and mission be. addressed head on. When enroll- 
ments decline intdthe region designated "J" administrators 
d legislators will have to decide whether to change aninsti- 
tion's scale or mission. If enrollments decline further into 
the region labeled "c," 'they must address the continued 
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survival of that institution. If tfc* school is to remain open, 
fflbd costs must be met, . even though the average cost per 
student (the traditional relative measure) will be higher than 
at similar institutions. ; 

States and institutions alike have little experience in 
using fixed and variable costs as a method for calculating 
allocations. Wisconsin developed a fixed- and variable-cost 
approach but did not implement it-Minnesota ha# adopted 
the approach in those instances where enrollments have 
. fallen below the-point where the critical mass of faculty and 
programs could besustained using purely enrollment-driven 
approaches. Because of this insufficient track record,^ is dif- 
iicult to forge anytning'uke a, consensu* regarding ^tfhat * 
should be included as fixed costs for different sizes and types 
of institutions and what can appropriately be considered a , 
variable cost/Because discussion and experimentation con- 
< tinue, it is tco wry to offer prescriptions or even draw 
definite conclusions. _i 

Given this state of affairs, the approach proposed in 
Wisconsin seems sensible. The state integrated the concept ; . 
of fixed and Variable costs into their budgetary system 
in a.moreor-less empirical fashion*. They'appiied a set of 
guidelines and conventions to state institutions as they 
were currency operating. They did not step Back to reassess 
or restate missions for each of the stated institutions and 
thereby establish a level of core funding appropriate toesch 
school. Rather, Wisconsin made the understandable, if 
somewhat misguided, assumption that institutions jwere 
currently, operating ip accordance with tiesirtfole missions. 

* The state saw its^ask as ascertaining what portion of current 
institutional operatioik should be declared as fixed costs and 

" what shduld be considered variable. 

Wisconsin's experiment with fixed and variable costs is 

* significant because it expUcitry recc^^ fhc^^'s respon- 
^bility to fund the "critical mass" required forimntutions to 

perform their missions. Moreover, it recognizes that institu- 
tions ^th different missions have different- needs. Purists 
might argue that Wisconsin's- inductive approach takes too 
~ muc h on faith.. Current offerings do not necessarily reflect an 

* institution's appropriate or desirable mission. Pragmatists 
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can legitimately answer those arguments by noting that this 
was the only approach likely to work. Changing funding 
arrangements is traumatic enough without compounding 
inherent problems by simultaneously reassessing' andi 
changing institutional missions. Florida is one among several 
states entertaining the idea of using a deductive approach to 
institutional design and resource allocation. To date, 
however, none of these efforts have come to fruition. 

Although problems persist in implementing budgetary 
approaches that utilize the concept of faced and variable 
costs, this course of action is perhaps the most conceptually 
sound of the three we have discussed. It encourages states to 
consider resource allocation in terms of institutional quality 
and? viability, riot merely operation.' In so doing, it explicitly 
recognizes key state priorities in the'field of higher education 
while simultaneously allowing institutions greater control 
over day-to-day operations. - - ' 



The Special-Purpose Component » 

t 

Initial Reactions to Change m * m 

* • 

Curtailed state appropriations to higher education can 
affect special-purpose funding, in several ways. States may 
relegate "categorical funding to a lower priority or eliminate 
altogether certain special-purpose programs. Reducing the 
level of service provided through such programs represents a 
less drastic step. Because special-purpose programs tend to 
attract politically active supporters, such reductions may 
be somewhat more difficult to institute than those in the 
multipurpose component. Nevertheless, they ar#a frequent 
response to Finan c ial hard times or to changed circumstances 
or priorities. • ^ . . ; 

At the other extreme, states often add special-purpose 
programs in periods of financial pressure and rapid change 
to compensate for reductions in multipurpose funding. In 
other words, as the core is reduced, priorities shift to the 
single-purpose component. This shift can have 'economic 
advantages to the State and can also serve to differentiate 
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institutoWi missions, By shifting funds from the multipur- 
pose Component at aU state institutions to -single-purpose 
.funding at a few institutions, the state can accomplish tacti- 
cal change while also saving money. ' 

Downward pressure on the multipurpose, component . 
can rapidly lead to conditions in which institutional re- 
sources suffer Badly. In response/ some states have taken 
steps through special-purpose allocations to address the most 
critical problems. Nevertheless, this tactic puts back into 
special-purpose allocation^ out? a small * portion of that 
squeezed out of the multipurpose component. For this 
reason, the use of spetfal-i^uipQVrWo^ 
financial exigency is best viewed as an emergency measure 
rather than as a wise kmg-term strategy. 

Even in times of stability and growth, the balance 
between multipurpose and special-purpose funding involves 
important decisions and can become a major negotiating 
point. State government and postsecondary institutions can 
ea^h have excellent reasons for increasing or decreasing the 
level of special-purpose funding. As a tactic to obtain an 
overall higher level of funding institutions may seek to 
move programs out of the base and into special-purpose cate- 
gories. State government may initiate or endorse precisely 
the same move for very different reasons. Such a shift, for 
example, allows the sta|^ increased accountability and 
control over larger portions Sf an institution's budget. On the 
other handf ooth parties may argue that fewer items should 
be included in the special-purpose category. The^ state's 
purpose in doing so would be , to hold down appropriations; 
the institutional rationale would be to limit the degree and 
extent of in-depth control and accountability. 

In responding to changing demographic, economic, and 
political conditions, many states have placed greater impor- 
tance on single-purpose approaches for achieving key state 
purposes. In many^ respects this is laudable. State purposes 
and priorities are entering into the budgeting process in a 
manner not accomplished through multiburpose allocations. 
Some special-purpose approaches are new; others are not 
radically innovative but have assumed renewed significance 
in a period of severely constrained resources. Recalling 



table 1 in chapter 2, we note that key state objectives include * 
the provision of educational opportunity, the achievement of 
particular student outcomes, the configuration and quality of 
programs and institutional resources, and contributions to 
specific constituents. Because the multipurpose component 
of the budget typically provides for educational opportunity, 



approaches will focus on the other three objectives. 

Student Outcomes 

In recent years, demands for documenting the value of 
higher ytucation have come from all sides. Legislators, 
administrators, faculty, and students increasingly ask .for 
.ways to measure gnd improve educational effectiveness. 
Many states are interested in lending additional support to 
those institutions that can demonstrate excellent or im- 
proved student outcomes. 

Tennessee's program toy performance funding has 
elicited considerable interest/The state recently devised a 
special-purpose formula to^rovide funds based on improve- 
ments in the quality of instructional programs and in student 
outcomes. This formula allows institutions to receive up to 5 
percent of their core funding based on theft- performance on 
five dimensions. The state can award up to 20 points in each 
of the following five areas: 

1. Proportion of eligible academic programs accredited 

2. Performance of graduates on a measure of specialized 
or major-field outcomes 

3. Performance of graduates on a measure of general- 
education outcomes 

4. Evaluation of institutional programs and services by 
5 enrolled students, recent ^alumni, community, and 

employers • • 

5. Peer evaluation of academic programs 

Tennessee's performance-funding initiative illustrates 
how a state can directly link objectives and accountability 
with resource allocation. Funding mechanisms can be de- 
vised ihat promote state priorities in education without 
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transforming colleges and universities into state agencies 
and without violating the integrity of an institution's edu- 
cational mission. Moreover, these perfoimance^fimding 
formulas operate at a level of generality: sufficient for joint 
production to. continue. In other words, the state's objectives 
do not preclude other hinders from pursuing their own 
interests. - 

Specific student outcomes can also be prompted through 
state incentives for certification. A' widely used mechanism 
is the capitation grant, which funds institutions in stated 
amounts for each degree granted in a particular field. This 
approach has the advantage of being easily audited and 
adapted to a wide variety of needs and circumstances. Some 
capitation grant arrangements reward institutional contribu- 
tions to. the general level of education among state residents, 
by allocating funds on the basis of all degrees granted. Other 
arrangements reward certification or degrees granted in cer- 
tain occupational fields. States can also reward institutions 
Mat maintain or improve desirable student characteristics' 
Capitation grants, for example, can encourage recruitihent, 
retention, and graduation of students having specific ethnic 
or socioeconomic backgrounds. 

Configuration and Quality of Programs and Resources 

Primary funding for instructional and related support 
activities should be accomplished through the multipurpose 
component. Nevertheless, states may wish to promote 
certain objectives through categorical funding. Main t ai n i n g 

'or enhancing research capacity at state ilstitutions is one 
example. Under many traditional formulas, four-year insti- 
tutions are allotted research funds based on a flat (and 

^admittedly small) percentage of instructional funding 
generated through the formula. This' has 'the effect of 
spreading research funds among all institutions, largely in 
proportion to teaching loads. In 'essence, this reinforces the 
notion that all public four-year institutions have a research 
mission. The major state university is on an equal footing 
with comprehensive institutions only recently emerged from 
teachers colleges. Any advantage accruing to a major 
university is largely a function of institutional size. 
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Tennessee has developed a new method of fufHing 
research that runs counter to this traditional approach. The 
state's allocation for academic research is determined by an 
.institution's success in acquiring research support from 
other sources. An institution receives state research funds in 
direct proportion to its share of nonstate research funds 
acquired by all institutions in the state. Under this arrange- 
ment, already well established research institutions are able 
to reinforce their missions in a way that does not require 
research funds to flow to institutions fnat do not have a 
demonstrated research capacity. » 

The funding mechanism developed by Tennessee has 
applications in areas other than research. For example, states 
may wish to use this approach when maintaining or enhanc- 
ing an institution's capacity to engage in public service. The 
more service an institution provides with funds from other 
sources (including participant fees), the greater the support 
provided by the state. 

Special-purpose allocations can also promote institu- . 
tional selectivity and student quality. Funding mechanisms 
can be devised that reward institutions for attracting a 
graater number or proportion of students above (or not 
be%w| a stated measure of academic preparedness. For 

• example, a state may wish to provide additional funds 
according to the number or proportion of merit scholars 
attending an institution. Alternatively, it can award a* flat 
dollar amount for each percentage decrease in the number of - 
students enrolled that enter with test scores below a certain" 
level or who fall below a certain percentile in class standing. 
We might note that some of these objectives are acconv 

* plished by fiat when states mandate admission requirements " 
, for certain institutions. 

.Many states have used special-purpose allocations to 
address critical faculty shortages. This approach allows for * 
special salary increases to faculty members in such dis- 
ciplines as engineering and computer science, in which 
disparities between 'university and private-sector salary 
seeks are greatest. An alternative is to fund additional 
faculty support or special endowed chairs* on a shared basis, 
with other funders identified and committed by the indivi- • 
dual institution. 
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During periods of enrollment decline, supportjor library 
services and resources may prove entirely inadequateT'Ib 
remedy this situation, some stales nave loosened or elimi- 
nated the } link between library funding and enrollments, 
preferring instead to base library alloca$ons > on the size and 
diversity of academic program^. In certain instances even 
ibis approach may prove insufficient. If a state places, Jjigh 
priority on creating exceptional library resources or m^ 
Up for identified deficiencies, it may wish, to allocate & 
on thf basis the relative distance from an agreed ttjfon 

^stahdard of^^ ^$0Mi? ^ 

Hard times ajsd take tiwflfficy jgqiilfffwftf and radii- 
ties. As in the case of Ulbrary services^ , ^tes rna/^vish rih 
decouple the maimenance and acquis eduigm<&t' and 

, facilities from ..g^^i-^mi 0&t$} ©fesomtfbh is to 
allocate iun<|s!%' |3f0^ c^culate4 amount of 

depredation on' capital ' t^q^ufa^tn^wfit ^jiit^^^AM^^tiepc. Another 
option is .W;p*d^^ 

required to replay depreciated e(|ulpment and faculties. 




Contributions to Spedrlc Constituents *- 

■ ■ ' ■ . ' '.• ," • :• •• • * 
Although state government is certainly the rhsjor .ftmfer v 

of public postsecopdary education, other constituents pot^ 
only exist but have important intemts^^ 
tions. States generally respond rfa'0m6 constant groups 
through special-purpose programs, m devejc^irig these pro- 
grams, the state must ensure that they meet its own needs 
and priorities while' also serving these constituent, groups. 

' Because the needs of specpc, constituents can vary greatly 
frorn 'state to state, and evenjbetween different regions of ^he 
same state,, this kind of special-purpose funding needs » be 
tailored to specific circumstances. The needs and qxpeistg- 
tions of local business and industry, for example, can be met 
through captation grants mat provide incentives for training 
and human-resource development in certain occupational 

Ttekis. Likewise/ sj^cifK:. disciplines dosely tied to public 
service or. state economic activity, such as public healfh 
or engineering, can be promoted through special-purpose 
allocations. Categorical funding enables the state to support 
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worthy programs without proliferating or duplicating them 
throughout the state system and without institutionalizing 
them for an indefinite period. ' * 

Special-purpose funding remains an excellent way of 
serving special populations within the state and specific con- 
stituents of state colleges and universities. The potential 
ganger of this aprmjach, however, is that it will direct state 
m Ids to specific sore points and priorities, while neglecting 
'wd discussion of and attention to core funding of higher 
education. Spedatpurpose allocations remain a supplement, 
not substitute, tor broad state commitment to its colleges 
and universities. If states are to respond adequately, even 
creatively, to the new realities of the 1980s, they must 
express this conufiitment through both components of the 
budget irrway s that are not only appropriate hut innovative. 
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Budgeting and Emotional 

Policy: C&mh^ ^ 1 

Recommendations ',:.•''•■*? -.V^' 

.'V ^ -'y'V./' ; '-. : :.'. •. / V:".: 

Without ac^uat|des!g)i» . 2; 

6c successful^ «^n«truc^ « ' >~« 

budgeting^ end $nuuiacona^ 

filial results upon first Intentioi^^^ • . - 

fectiverSess erf state funding can be traced to mese mitiaJ and 
often unexamined assumpticm*. This book has probed these 
assumptions and evaluated them in light of basic concepts 
and principles. Q a«Mfa a >ffi siapJBcatfoii ojtnese concents antf 1 
prindptes can make slate funding an effective vehicle for, 
not an obstacle to, sound educational policy. 

The changed circumstances of American higher educa- 
» tionTeo^e that we reassess custcmaiy approaches Estate > 
funding of colleges and uriiversities. Institutlorial e^utives 
and state legislators are quite aware thai change is both 
necessary and desirable, fiood intentic^ are not Jacking, - „■■" , 

Each year both parties see^to have state budgets respond to 
. new circumstances in post vcondary education. Intent upon X 
changing results, ^forget, however, to chiuige me instru- 
'«atfoMsdlie*ttitBto * - > 

too often, budgets remain relics of an earlier generation; it- 
attitudes about resource allocation reflect goals no longer ** • ' 
consonant with reahty If ehany fa to be n Maj^ng r u l and ? 



effective, we must start with ma^m^^^ 8 ^^^ 
a feverish attempt to find them. An eff ective .response to the 
new educational realities of the 1980s4ies in the reasoned 
answers elicited by such questions. '-'.v." . 

It has not tx^ our ahn to |*r^ 
state-level funding. The complexity a^ diversity of 
America* iug^ edu^ 
fruitless. Rather, wihawlwug&it* 
* principles, and <teseribe alternatives, Pour topics have been 
central to our discussion, In lht£ it is 

appropriate that we* remind ourselves of these issues, review 
the conclusions we have reached, and offer recofmrienda- 
tions on budgeting and finance that will help ensure the 
future of public postsecondary education. 

* Policy and Procedure v 

Budgeting has always served as a means to an end. Few 
' will argue that Ha pioper'rofeis to function as a vehicle for 
fKVI^tng ideational issues and achieving educational out' 
comes. However, when goafs and issues remain unspecified 
or vague, budgetary procedure* can easily supplant the. 
pplicies they are designed, to further. It is an unfortunate 
aykractrnanagernent that die short temdttves<Ritthetan| 
term unless particular pains are taken to maintain a balance. 
Th^customaxy inability of budgetary schemes to adequately 
reflect policy objectives only exacerbates this situation. 
Because they are more readily staled in . financial terms, 
short-term operational objectives can easily supplant long- 
term strategic objectives that rarely find adequate expres- 
sion. By keeping strategic goals tn mind, state goyerimwut 
and educational institutions can guarantee that budgeting 
wil} become an effective instrument for policy, not its 



The important distinction between procedure and policy 
raises a further issue: the possibly competing demands 
between state po% and institutional policy. Clearly, both 
bodies have poficy prerogatives and an appropriate sphere 
within winch to pursue pohny objectives. Both have an 
importanVand complementary rote. More dangerous than 



competing policies, however,- is the lack of policy, particu- 
larly -at the state level When states do not articulate and 
puisne clear policy objectives, budgetary procedures can 
take the upper hand. These restrictive procedures can then 
" easily khibit iiisffiutiona! policy This is why this book takes • 
the state perspective and advocates that state funding clearly 
represent state policy. States must ensure that institutions 
can pursue policy objectives without the constraints and 
confusion induced by state budgetary procedures produced 
without sufficient forethought and perpetuatea wn*0ut*snf- 
fident evaluation. Clearly, budgetary^ 
arbitrate program change or determine educational policy. 
On the other hand we cannot afford to have budgetary 
mechanisms insulated from policy discussion. It is far better^ 
for budgets to reflect and promote policy decisions thairio 
obscure intensions and goals. 

Planning and Accountability ^ 

The most effective and appropriate way to ensure that 
budgetary procedures will promote policy decisions is to 
broaden our understanding of the budget process. If a budget 
is to span effectively the distance between intentions and 
actions, both planning and accountability should become 
essential components; Whether by design or by default, 
budgets do signal priorities and preferences. The challenge 
facing institutional managers, legislators, W state-agency 
officials is to ensure that budgetary arrangements are consis- 
tent with intended objectives. 

State funding of public postsecondary education requires 
not only foresight but ifctros^ v 
should be linked directly to planned « 
those responsible for designing and implementing budgetary 
procedures should ensure that f ra m e w orks for account- 
ability are integrated into the funding process. 

By adhering to sound budgeting principles, state-level 
resource allocation can nuudmtoe, not inhibit, possibilities 
for joint production. This in turn will enable public institu- 
tions to become more responsive to all of their constituents 
and ensure a more diversified and secure funding base. 
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Budgetary Design ami Structure 

Throughout this volume we have describedstate alloca- 
tions as having multipurpose and single-purpose components. 
The multipurpose component supports basic institutional 
an* instructional activities. When assessing approacktes to 
multipurpose ruofing, ir^ ***** 
adrninistrators should ensure that budgetary mechanisms 
wiftpromote multiple cutcomes'while at the same time pro- 
viding adequate frameworks for accountability; Customary 
approaches to multipurpose fumUng rarely incorporate 
accountability mechanises for state purposes other than 
access. Care must betaken, merefore^to ensure thatr^Sorraes 
are clear and that niechanisms f or a ss e ssi ng their achieve- 
ment are created in parallel with the budget process. Care 
must also be taken.however, to ensure that these additional 
steps promoting accountability focus on ends, not means, 
and&sotmmMtanmsrfti^ 

of existing or potential joint-supply conditions. Moreover, 
state government should acknowledge its responsibility to 
develop and maintain institutional assets and should design 
muftfpttrric^funCBU^ 

approaches to core funding that recognize fixed and variable 
costs are likely to prove particularly effective and be n efi cial. 

Special-purpose running b IdeaBy suited fra supr^rting 
programs and functions that are unique to individual cam- 
puses, differentiating institutional missions, and achieving 
specific, often short-term, educational objectives. However, 
states would be ill advised to use this approach as a way of 
sidestepping restrictkmion multipurpose funding or silenc- 
ing debate on state support of broad educational priorities. 
Nevertheless, sTKwiatpurpose fcmjip can effectively 
address specific needs and v lu muHlri^jpw,, 

Although it is convenient to distinguish Between various 
handing approaches, we have argued throughout this book 
that many are fundnmentaUy similar. For example, formula 
and hicremental approaches incorrx»ate me same basic vari- 
ables and presume similar state objectives. Hence, budgetary 
format is not the important issue. It is far more crucial for 
states to ascertain and articulate then* educaticmal objectives. 
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Changed circumstances in higher education are giving states 
an opportunity to investigate objectives other than accessr" 
such as main ta inin g and enh a nc in g the viability and quality 
of institutional assets. Because budgetary mechanisms are a 
means to accomplish an end, states should review not Only 
how they fund public institutions but also .the reasons for 
their support and the results of their efforts. 



Governance 



The new educational realities of the 1980s affect not only 
the mechanics of resource allocation but also fundamental 
relationships between public institutions and state govern- 
ment. Conditions of decline and exigency have 
often encouraged states to move existing relationships 
toward the state-agency model Not only do states decrease 
appropriations, they also attach additional constraints on 
how these appropriations can be utilized. Tins emphasizes 
short-term operational objectives to the detriment of long- 
term strategic planning. It also shifts responsibility away 
from the institution and toward state government. Institu- 
tional managers have fewer options and are Jess able to 
pursue possibilities for joint production. Unable to organise 
programs and deploy resources as they should, institutional 
managers are less able to serve the needs of J|»ous consti- 
tuents that have a slake in public higher education. Under 
this arrangement, both the institution and the state are losers 
in the end. . 

Evidence suggests, however, that the pendulum is start- 
ing to swing away from excessive state control. The primary 
reason is not an altruistic concern for joint production and 
institutional freedom. Rather, state officials rec ognize that 
managing decline is an unpopular political issue. They have 
every incentive to divest themselves of unpopular-responsi- 
bilities and return them to institutional decisionmakers. 
When turning over such responsibilities, they must also 
relinquish some measure of control A case in point is the 
Memorandum of Understanding recently ueveJoped between 
the state of Colorado and its .colleges and universities. The 
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memorandum tetur^ 

istratorapf state mstilution* such respcmsibittues.as the set- 
ting of tuition poUcks and rates. The agreetnent also alleys 
institutions to control alliunds ttus* do not come from state 
sources. In short, theineinoinndum es^blishea astate^ted 
form of governance not too distant ton the rree*narket 
model Institttt^ns in other states are fnomottng similar 
arrangements with their state governments.' 
. Public coBe§e*andw#e^^ 
alike can benefit from wo^ft^meir ieten«nshH>. Greater 
freedom in day-today ^operations enables institutions to 
serve various constituents more adequately and promote 
effective production relatiottshlps. State government 
benefits from this redefinition because institutions have 
incentives to diversity and increase their funding base. 
Moreover, treed from day-to-day o|>erationa| af^Jhe 
state can assess and comnwrdcate its educational objectives 
more effectively. Fubhe posfsecontoy institutions and state 
governments both benefit from an arrangement that mas* 
mizes then- operational md^pendence while underscoring 

their common strategic olives. iH m*^ 61 ^ 8 ^ 
resource-allocation process to advance, not obstruct, key 

educational purposes. 
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Appendix: 

^lustrations of Different 
Forms of Budget Formulas 

i 9 

4 

> 

An Illustration of Formula Budgeting 

The text of this book deals with different budget formulas on 
a conceptual level. ThWipendix illustrates several of these 
alternative forms by drawing on examples of formulas that 
are being or have been used in various states. Our objective 
has been to illustrate, not recommend: Some illus- 
trate formulas no longer being used in exactly the form 
described. In one case we draw upon an approach that was 
recommended and considered but never implemented, lb 
illustrate most of the formula variations identified in the 
text we first summarize the formula approved for use in 
Kentucky in 1983 arid note its major elements (see table 3}. 
This particular formula was chosen for illustrative purposes 
because of its comprehensive framework, incorporating- 
both single-purpose and general-purpose components,' and 
because of the variety of calculation approaches embedded 
within it. We then indicate alternative constructions for one 
or more major components of such a formula, as employed 
in other states. 
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TABLE 3 



Summary of Budget Formula for Higher Education ' 
State of K^ttocky, 1983 



PROGRAM 



ABBA 



GU1DBUNB 



COMMENTS 



A. Basic Prinuuy Miasion 
Areas: includes suppprt 
for regular session did , 
summer school Instruction 
;' plus suppsrt for academic ^ 
* sup p ort and fundfng'tp 
allow institutions to carry 
out institutional missions 



/ of SCH (by level and 
instructional area x $/S£H 
rates 

» (total amount fe£ 
resulting from previous . 
calculation x % that varies 
from I5%-28% for ciiffer^rt 
types of institutions^ , ' 



A typical base x rate 
approach eoupled with a 
per ce nt age of base facta:. 
The SCH .figures used are 
tkre*ytar- averages- This 
seems to "buffer enroll- 
meat shifts. RatetfSCH 
determined on peer insti- 
tution basis. 



B. Keqtucjty Residency 
Program: 



i 



C. Area Health Education 
System # 



/of hours staff x FTB 
faculty/hours staff average 
compensation + academ ic 
support and departmental 
operating expenses (the 
latter a**«ft»tol 
compensation) 

# erf student wee&s (by fields 
erf health instnitfkm) x rate 
per student 1 




D, Preparatory Education— # of freshmen 

provides institutions with sophomores 

funds to assist students than 12 on ACT x f/student 
with academic deficiencies 



E. Continuing and Adult 
Education 4 



The amount calculated for 
the Bask Primary Mission 
Areas {less medical or 
dental) x a % * 

OR 

sioopoo, 

'whichever is greater 



A different approach than 
t4ed in A above— typically 
called the "Base facto posi- 
tion ratio with salary rate" 
method. Notice that poficy 
emphasis shifts to student/ 
faculty ratios and 
compensation levels. 

A straight base x rate 
calculation r 



A straight base x rate 
calculation 



A percentage of base factor 
calculation coupled with a 
minimum {fixed cost) factor 
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TABLE 3, continued 



PROGRAM AREA 



GUIDELINES 



COMMENTS 



P. Hospitals 



G. Agriculture Experiment 
Station 

H. Other Research 



J. Agriculture Cooperative 
Extension 



K. Libraries, Museums, and 
Galleries 



L Total Primary Mission 
Areas 

M. University Press of 
Kentucky 



Institution A— contract 
amount 

Institution B— support 
services and direct state 
support 

Total budget x % for 



An amount specified in a 
contract for services 
rendered 



Base x rate calculation 



support services^ a direct coupled with a categorical 
state am wo nri atlnn r 



■I. Other Community Service 



state appropriation 

# of Kentucky acres x 
average state support pa* 

acre for peer states 

% x sponsored research 
^phia 

mandated programs 

/ 

Bow plus base for specific 
missions plus mandated 
programs 



Base x rate calculation 



Percent of base factor 
coupled with categorical 
allocations for specific 
institutes/centers, etc., 
supported with state funds 

A fixed base for main- 
tenance of basic capacity 
phis categorical funding to 
support specific programs. 
The amo unts far mand a ted 
programs are calculated on 
an incremental base (Le., 1,0 

times previous year's 
allocation} 

Base x rate calculation 



# of Kentucky counties x 
average state support per 
county for selected peer 
states 



Base plus # of SCH in excess A fixed- plus variable-cost 



of .£0,000 times S/SCH 
(different factors applied to 
community colleges) 

Subtotal components A-K 

m 

program funded 



calculation 



Categorical funding 
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TABLE 3, continued 



PROGRAM 



GUIDELINES 



COMMENTS 



N* Student Services * 



O. Maintenance and 
Operation of 
Physical Plant 



P. Scholarships and 
Fellowships 



• Q. Institutional Support 



ft Educational and General 
Debt£ervice 



S. Unfunded Retirement 
T. Less: Investment Income 

U. Less: Tuition Income 



' V. Less: State Funded 
Retirement <> 

W. Total State Support of 
E&G Operations 



phis beadcouut enroll- 
mest x rate/headcoupt 
enrollment 

, Sq: ft. x rate/sq. ft ♦ v 
utilities + acres x rate/acre 
♦ rental and lease amounts 
- indirect cost recovery for 
space utilized by research 

m 

% of tuition revenues + 
state matching funds required 
for federal programs (a %) + 
mandated programs 



% of aU previous com* 
ponents with die exception 
crfT, Hospitals 

Total mandatory transfer 
less dedicated revenue, 
interest earnings, and 
federal subsidies 

Program funded* 

% of tuition x established 
interest rate 

# of students x tuition wtfe 
(corrected for reciprocity 
agreement, etc.) 

Program funded 



Total - lines L-V 



Fixed + variable calculation 



A combination of rate x- 
base, categorical, and 
contract funding 



Rate x base combined with 
percentage of base factor 
a ik! a categorical component, 
the latter determined on an 
incremental basis 

% erf base-factor calculation 



Base x rate calculation 



Categorical 



y 



Source: Kentucky Council on Higher Education, J 984/86 
Kentucky Council on Higher Education, 1983): p. 43. 



Budget Request Guidelines "(Frankfort, Ky: 
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Variations on the Theme • 

The Kentucky formula described in table 3 represents an 
average-cost approach, particularly with respect to primary 
mission areas, and provides fairly detailed calculations for 
separate program, areas. Variations on this. approach are 
numerous; some are minor and some are major. The re- 
mainder of this appendix describes three such variations. 
They tend to reflect different economic assumptions, as in 
the fixed-' and variable-cost approach prepared but. not 
implemented in Wisconsin and the marginal-cost approach 
employed in Indiana, or a desire to simplify -theibrmula, as 
in the approach developed in Mississippi. • • \ . 

A fixed- and Variable-Cost Approach 

Process. Proposed for use in Wisconsin, this fixed- and 
variable-cost approach to calculating instructional expenses 
(University of Wisconsin System 1980) was initiated by an 
ad hod group of administrators in the university system f*The 
initial design was discussed in detail with each of the institu- 
tions, with suggestions for implementation incorporated into' 
the next stage of development. AH data needed for the study 
were available at the system level:, student and curricular 
data from the central data base, cost data from the budget 
file, and faculty data from the .October 1 payroll file. 

Determining the Level of Fixed Costs. The fixed-cost com- 
ponent of the instructional budget was based on the assump- 
tion that, at a minimum, one section of each course must be 
offered to provide access ^to the current curricular and 
program arrays at the isstitutions. The following outlines the 
step-by-step approach used in calculating fixed-cost levels 
for instruction by institution (University of Wisconsin 
System 1980, pp. B-l - B-3): 
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I. Identify Fbced-CoMSections 

-A. Assumptions. t * 

' 1. The current mission, program array, and course 
. ' offerings for each institution p/carnpus 
Z: A single {set of) aection|s) for each course offered 
. C in a, given t&xa 

B. Using the assumptions above, calculate' the number 
of fired and variable course sections by institution 
or campus, discipline, course level and type of 

u ^- instruction. •* • 

. *■ j- . . • « 

* / 

II. Determine Faculty Work-Load, Measure 

A. Assume current faculty -work load by campus,disci- 
pline, level, and type of instruction. y 

8. Calculate current faculty workload in terms of 
number of sections per FTE by campus, discipline; 
level, and typeof instruction, 

C. 'Using the above work-load measure, calculate the 
number of FTE faculty required to teach the fixed- 
cost sections identified. in I.B. above. 

III. Determine the Fixed-Cost Level of instructional Salary 
Dollars 

A. Assume current faculty, academic administration, 
and instructional support personnel and current 
salary levAs. , ^ 

B. Calculate the fixed-cost- faculty salary dollars by 
multiplying the number of FTE faculty required to 
teach fixed-cost sections x the percent effort 
devoted by each faculty assigned to the sections x 
the average faculty salary, by campus, discipline, 
and level. 



•In addition to the single-section assumption, special sections nay be identified 
as additional fixed-cost section! if they are required to meet the unique needs of 
special student cHeoteks, such as extended-day or part-time students. 

r \ * 



t 
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C. Calculate the fixed-cost academic-administratioii/ . 
* mstructi<Mwl-sttK»rt^ salary dollars by prorating- 

total acadenifc-admhiistrBtk^^ 

salary dollars between fixed and variable costs, 
. based on the ratio of the number of FTB faculty re- 
. quifed to teach the fixed-cost sections (H.C. above) 

to total FTE faculty tor the 

I W Calculate the. Fixed-Cost Levai of Academic Support 
Staff, Supplies and Expense, and Capital Dollars 

A, Assume current |evel and salaries of classified staff 
in support of instruction <and current dollar levels 
for instructional suppHes and expense, and capital. 

..- B. Sum, , by campus, total academic classified salary, 
supplies and expense, anil, capital dollars, and 
assign a portion of these dollars to fixed costs based 
upon the ratio of fixed-cost faculty PTE levels to 
total faculty FTE for the campus. 

V. Determine Total Fixed Costs and Percentage of Fixed 
Costs for Instruction »•.;•• 

A. Sum the fixed-cost level of faculty and academic ad- 
mmistrarion salary-dollars, classified staff, supplies 
and expense, and capital dollars, by discipline, by 
level, and by institution or campus. 

B? Divide total fixed-co& dollars by total instructional • 
' budget to compute the percentage of fixed costs 
for i^structionjby institution or campus (see .table 
4 for percentages of instructional fixed costs 'by 
? institution). / 

C. Sum total fixed-cost instructional dollars for each 
institution and divide by the total system instruc- 
tional budget to yield the percentage of system 
instructional dollars th|t must be considered a fixed 
cost if existing institutional programs are to be 
maintained. 
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TABLE 4 

University of Wisconsin System* 
Fixed-Cost Analysis 

Base Year— 1978-79 



•UW System 

Doctoral Chaster 
Madison 
Milwaukee 

University Cluster 

Eau Claire 

Green Bay 

La Crosse 
. Oshkosfa 

Parkside 

Pktteville • 
River Falls P 
Stevens Point 
Stout 
Superior 
" Whitewater 

Center System 

Baraboo/Sauk County 
. Barron County 

Fond du Lac 

Fox Valley 

Manitowoc County 

Marathon County < 

Marinette County 

MarshfiekJ/Wood County 

Medford 

Richland 

Rock County 

Sheboygan County 

Washington County 

Waukesha County 



% 

49.7% 


51.7% 


462 


50.2 , 


46.7 


47.4 , . 


51.4 


56.5 


50.0 


- 51.7 


47.5 


48.8 


67.7 . 


69.7 


40.6 


41.1 


49.3 


51:7 


63.3 


69.8 


53.5 


54.6 


59.6 


60$ 


45.2 


46.0 


42.6 


• 42.9 


69.8 


71.5 


44.0 


47.1 


65.6 


, 68.4 


63.7 


64.6 


64.5 


67.1 


s 68.1 


73.3 


67.8 


67.8 


70.9 


73.6 


63.3 


65.0 • 


79.9 


79.9 . 


75.3 , 


76.8/ 


87.9 


92.6 


77.0 


78.0 


65.8 


69.2 


69.6 


72.0 


70.0 


74.4 


51.6 


56.2 



System, 'Fixed/VaHabk Cost Analysis in 
j Discussion Paper. Mttfison, Wlscoi^fi, 



Source: University of Wisconsin 
the University of Wisconsin 
1 1 April 1980. 
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A Marginal-Coat Approach. 

Objectives. In adopting and implementing its current 
enrollment-change formula for calculating instructional ex- 
pense, the Indiana Commission on Higher Education (1983, 
pp. 2-7} sought to address the following objectives: 

1. New expenditures in a program should relate, to olc* 
expenditures in that program. 

2. There should be a symmetry established that assumes 
additional expenditures when enrollments increase, and as- 
sumes lowered expenditures when enrollments decrease. 

3. The state should be sensitive to the scale* of enrollment 
change that is occurring; that is, small enrollment changes 
should receive relatively less funding attention, whereas 
large changes should neceive greater attention. 

4. To the maximum extent possible, a comparable— and 
hopefully equivalent procedure— should be used for each, 
institution and campus. - « 

5. Calculations should be based on demonstrable data,, where . 
historical enrollments are needed, and on best-estimates 
worked out cooperatively by the Commission and the in- 
stitution, where future enrollment estimates are*needed. 

• 6. A responsible funding plan should look backward to 
correct assumptions made earlier, of necessary, and 
tp the future in order to accommodate' anticipated growth 
or decline in enrollments. 

7. Enrollment change should, if possible, take into account 
, changes in the mix of enrollments among programs as well 
as overall campus wide changes in gross-enrollment levels. 

.8. The enrollment-change portion of the Commission's 
budget should cjeal with enrollment change only, and 
should not attempt to accomplish other objectives such as 
equity among campuses, etc. 

9. In order to make informed decisions about start-up of new 
programs as well as possible quality i mprove ments in 
ongoing programs, enrollment change funding calcu- 
lations should be made at the program level rather than 
the campus level. 
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Current Procedure. The current rnarginal-costin.g proce- 
dure employed by the Indiana Commission is best explained 
mathematically: * * 

MCf- B, x AC, x MCFf 

where i - the ith program area 

MCj - marginal cost, expressed in dollars 
ACf - the current average cost for the ith program, " *"* 
' expressed In dollars " 
MCF,' m a marginal-cost factor, which dcpenfls 
she of enrollment change for the Aft 
Bj - the change in enrollment in the ith 

. The marginal-cost factors incorporated into the calcula- 
tion are presented in table 5. .' 

, 0 

TABLE 5 




Marginal-Cost Factors 


% Chaage in Enrollment 






MCF 


.1- 1;0% 


22.8% 


1.1- &0 


28.1 . 


2.1- 3.0 


32.7 


3.1- 4.0* 


35.7 


4.1- 5.0 


38.2 


5.1- 6.0 


•39.9 


6.1- 7.0 


41.4 


7.1- 8.0 


42.7 


8.1- 9.0 


43.9 


9.M0.0 


44.8 


10. M 1.0 


45.8 


11.1-12.0 


46.6 - 


12.1-13.0 


47.4 


13,1-14.0 


47.9 


14.1-15.0 


49.5 


15.1-20.0 


49.7 


20.1-25.0 


51.2 


>25 


52.4 



ERLC 



For purposes of budget computations, the above calculation 
is computed for each program area at a campus, then 
summed across all available program areas. 
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program areas' at a campus 
MR - the new (marginal) fees associated with the change 
" in enrollments. J 

. Some special observations may be helpful: 

1. Changes in enrollments (AE,-) may be negative, in 
which case marginal coats may be negative (MC,). 

2. The marginal-cost factor currently varies from 22% to 
approximately 50%, depending upon the magnitude of 
enrollment change occurring, 

. . 3. It is possible, and occasionally it actually happens, that 
marginal revenues (MR) exceed marginal cost (MC). In 
such a case, new state funds could, for example, be 
\ negative, even when enrollments are increasing. 

• ^.-Enrollment shifts in students from one program area to 
Other program areas may have a substantial impact on 
state funding even if gross campuswide enrollments do 
not change. For example, students shifting to higher- 
cost programs may cause appropriations to increase, 
4. even*if total enrollments do not, and vice versa. 

. Perceived Problems with the Current Strategy. The follow- 
ing is an attempt to present the varous problems, difficulties, 
and complaints that have been articulated by institutions 
and others about the current marginal-cost strategy: 

1. It is difficult to predict enrollments in the base year 
accurately, and this influences calculations for the pro- 
jection years as well: - ' 

2. It is difficult to understand and explain the current pro- 
cedure to the General Assembly. 

3. The General Assembly, as well as some institutions, 
appears to be searching for a revenue-equity model, not 
a cost-equity model. * 




4/ Even assuming the .validity of the marginal-cost calcula- 
tion procedure, the rnargmhl-cost factors used by the 
Commission are too tow and should be increased to 



reflect 
institut 
^Because 



expenditure increases experienced by 



the nature of thc.margmal-cost formula, a 
'campus or institution often must explain or rationalize y 
counterintuitive results, both to the General Assembly; 
and to their>6n-campus constituents. / 

6. Despite the Commission's desire for symmetry in 
calculating Marginal costs for the growth or contraction 
of individual programsf the reality of the computation is 
that the same change in PTE enrollments on the way up 
yields a larger marginal-cost factor than on the way 
down. \ 

7. Because of. the current formulation of m a rginal- cost 
methodology, a large enrollment change in one year 
does not yield the same result as a corresponding series 
o£ smaller changes occurring over several years. 

8. The level of d^^seleeted the Ctoinims 
inappropriate for! many campus-level rnanagfement 
decisions regarding enrollment change. 

9. The current procedure makes the same assumptions 
about economies of scale for each campus, yet these 
assumptions do not reflect" substantially different 
capacities, funding levels, and management styles at 
the various campuses and institutions, a 

10. When enrollments change, the full effects of that change 
(vis-a-vis funding, for example} are assumed to occur in 
one year, yet campus reactions are likely to occur more 
slowly, perhaps brtending over several years. 

11. By offsetting marginal costs with marginal revenues, 
' the^ommissio^has'made it difficult, if not impossible, 

for a campus to improve its relative position through 
enrollment change. 

12. Average-cost amounts used, in the marginal-cost proce- 
dure are primarily a result of historical management 
and demographic changes, and do not reflect the ideal 
or desired level of program funding! 
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A fercentage-of-Base Approach . , j 

Mississippi vises a percentage-of-base formula for devel- 
oping annual appropriation requests for its eight senior 
universities. Hie formula employed by the Board of Trustees 
of State Institutions of Higher Learning for developing the 
FY 1980-81 requests consisted of four components, the last 
three being*" figured as percentages .of the first (Gross 1982, 
pp.^37-38). • 

Instruction. Total student credit hours by level (lower 
division, upper division, and graduate), and by discipline 
(twenty-six areas) were multiplied by given rates per student 
credit hour for three types of institutions (comprehensive, 
urban, and regional without doctoral program). These 
calculated amounts represented the total instructional 
budget. 

General Administration, Library, Student Services, and 
.Physical Plant Operation and Maintenance. The budget was 
determined by a percentage of the total amount calculated 
for instruction— 47.0 percent for urban and comprehensive 
institutions and 50.0 percent for regional universities. 

Research. The research budget was calculated as a 
percentage of total instructional costs— 6.0 • percent for 
comprehensive and urban institutions and 2.0 percent for 
regional universities. The totals of the three components plus 
an inflationary allowance (9.5 percent) represented the total 
educational and general budget for each institution. 

Income Deduction. 'A percentage of the total educational 
and general budget was deducted to arrive at the net appro- 
priation request. The income deduction was 32.0 percent for 
comprehensive, 30.0 percent for urban, and 26.0 for regional 
universities. 



f 
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